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Mr. Nikita Khrushchev said recently in Washington: ‘‘In the near 
future we are going to abolish—tI repeat, abolish—all taxation of the 
people. | think that you well appreciate the significance of this measure." 


All of the governments in the United States collected almost $100 
billion in taxes in their fiscal years that ended 1958. Tax yields amounted 
to $567.62 per capita, an amount somewhat less than the 1957 yield of 
$579 per capita. Of this amount, $392.51 represents the per capita tax 
collections of the federal government and $175.11 represents the per 
capita tax collections of state and local governments. 


Perhaps Mr. Khrushchev had these figures in mind when he made 
that snide remark. Mr. Justice Holmes anticipated him many years ago, 
by saying: ‘‘Taxes are what we pay for civilization.’ If we eliminated 
taxes as a source of government revenue in our free enterprise profit 
system, it would mean that we junk the system and adopt the Soviet 
system of state ownership of all means of production, and prices would 
perforce be set sufficiently higher than cost to yield the government 
revenue. Taxes go with our system like law with order. What need of 
taxes has a system which takes all the profit from production? 


On the other side of the coin, direct general expenditures per 
capita were $669.07 of which $409 represents the direct general per 
capita expenditure by the federal government and $260.07 represents 
the direct general per capita expenditure of state and local govern- 
ments. National defense expenditures represent 39.8 per cent of all 
government expenditures and second on the list is education, which 
represents 14.4 per cent of all government expenditures. The federal 
government, of course, carries the load for national defense and the 
state and local governments carry the load for education. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Progressivity. Our thoughtful tax man this month writes us about 
a plan for corporate taxation at progressive rates, which gives effect to 
the fact that some corporations make better use of their capital than 
others. The suggestion is that the tax be based on the rate of return 
the corporation makes on the capital in use, regardless of the source of 
the capital. 


The article begins at page 954. It is written by E. J. Blakely, as- 
sistant professor of commerce at the University of Wisconsin. 


The stock dividend. In a corporation’s book of finance, there is the 
device called the “stock dividend.” This is the device whereby a share- 
holder, in lieu of money, receives from the corporation additional 
shares of its own stock. To take you from the elementary to the com- 
plex, we point out that when a corporation distributes its own stock 
to shareholders, it is usually tax-free, It is not tax-free when the dis- 
tribution of the stock is considered to be in lieu of a distribution of 
money or other property. One of the niceties of the stock dividend is 
illustrated by the fact that if a stockholder has the right to choose his 
medium of payment, that is, stock or cash, then the entire distribution 
would be taxable as ordinary dividend income—and thereby hangs a 
long, sad tax tale. This story begins with the famous case of Eisner v. 
Macomber. A chapter was added by Koshland and Gowran and by 
several revenue acts in an effort to polish up the plot. The last of 
these is embodied in Sections 305 and following. The essence of the 
plot is, of course, capital gain income versus ordinary income. 


The article beginning at page 959 discusses stock dividends from 
the general to the specific, placing the present-day tax treatment in 
historical perspective. The author is Lawrence J. Lee, a member of 
the New York and District of Columbia bars. 


The play is the thing. Last month we carried an article on deple- 
tion for oil wells in the oil industry. Among many other things, the 
article pointed out that there was a ratio of approximately nine dry 
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holes to one producing well. To several who have inquired about this 
ratio, the author has indicated that his chart refers to rank wildcat 
wells. “People have to first find an oil field before they can drill a 
series of producers. If only one out of nine of all oil wells drilled be- 
came a producer, no one could or would drill for oil but the government.” 


That ratio is rather low when compared to the success of theatrical 
productions. For instance, out of 76 professional productions off 
Broadway during the current season, 65 lost part or all of their invest- 
ment. Only four were hits. An investor in such plays might finish 
Shakespeare’s oft-quoted phrase “The play is the thing” to “The play 
is the thing for the investor to stay away from,” since the plays had a 
ratio of four hits out of 76 attempts. 


The article at page 979 discusses an organizational form which, 
because of certain tax advantages, has been largely adopted to conduct 
the business of producing plays. This is the limited partnership ordi- 
narily taxable as a partnership and not as an association. 


The article is written by Joseph Taubman, a member of the 
New York State bar. 


Selling personal property on the installment plan. Ten years ago 
total consumer credit outstanding was $17,305,000,000. As of July, 
1959, the total outstanding was $47,256,000,000. Also as of July, almost 
$11 billion represented noninstallment credit outstanding. Installment 
credit in the United States has reached the grand figure of $36,449,000,000 
of which $15,780,000,000 is represented in automobile paper; 
$9,183,000,000, in consumer goods paper ; $2,282,000,000, in repair and 
modernization loans; and $9,204,000,000, in personal loans. Install- 
ment credit is extended at the rate of over $ billion per month. About 
the only tax question that a purchaser on installment credit has to face 
is whether or not he can deduct interest on his loan. On the other 
hand, however, the seller on the installment basis has a number of tax 
problems which stem, for the most part, from his method of accounting. 


For instance, there is an accounting treatment where the entire 
unrealized gross profit is classified as a deduction from the installment 
accounts receivable. This treatment states the net installment receiv- 
ables at their tax basis. There is another method whereby the realized 
gross profit is separated into two portions: One part comprises the 
estimated federal income tax and state income or franchise tax which 
will be payable upon the collection of the unrealized gross profits. The 
other part comprises the remainder of the unrealized gross profit after 
deduction of provision for the tax. A third method treats the un- 
realized gross profit as an addition to earned surplus. It is not surplus 
identified on the balance sheet. 


The article at page 985 discusses the whole of the subject. It is 
both historic and basic. It is written by Joseph M. Mero, vice presi- 
dent and comptroller of Sachs Quality Stores, Inc., New York City. 
He is also cochairman of the National Retail Furniture Association’s 
Tax Committee. 


in This Issue 





A trust for a dependent. In the August issue we carried an article 
about the tax savings to be achieved by the use of trusts. It was a 
provocative article and we received a number of letters about it. One 
letter, in which the author stated opinions in opposition to the article, 
contained the seemingly innocuous statement: “I shall welcome an 
opportunity to support my position.” Leaping upon this statement, 
the editors implored the writer to support his position. in an article. 
And that’s the story on how we obtained the article by David L. 
Samuels, beginning at page 1009. 


The crux of the disagreement stems from some bare spots in the 
law and the regulations regarding the use of the trust devices to sup- 
port a dependent of the grantor. The basic proposal of the August 
article by John Drew was based on the assumption that the grantor 
will be taxed on only those portions of the trust income which are used 
to pay his legal obligation for the support of a dependent. In other 
words, the grantor would not incur any tax on income of the trust 
used in this way over and above the limits established by local law. 
Mr. Drew’s article supports this premise and Mr. Samuels’ article 
takes issue with this assumption, Each view is supported by authority, 
and the reader will have to judge the issue. 


This subject must be in the air because in the May, 1959 issue of 
the Harvard Law Review, page 1350, the author there has touched on 
this point. The Harvard Law Review author indicates that when the 
grantor has determined the amount to be paid for support he will be 
bound by his own estimation of the extent of his duty and taxed on 
amounts used to send children to private schools and colleges. In other 


words, this article supports the proposition that when a grantor deter- 
mines his dependents’ style of living, he will be taxed on all income 
used for their support, even though this far exceeds a minimum of 
legal liability. 


The subject is in the air, as we said. At the Eleventh Annual Forum 
on Taxation sponsored by the Title Insurance and Trust Company of 
Los Angeles, Marvin Goodson discussed this point. He pointed out: 


“In light of all of the cases hereinbefore set forth holding that a 
parent’s obligation to his child is controlled by the parent’s station in 
life and general financial position, it is the author’s conclusion that if 
the payment made for the child is not for a luxury, then such payment 
is in discharge of a legal obligation to support. Whether or not such 
item purchased is a luxury will be determined by whether or not such 
item is ‘necessary’ to maintain such child and/or person’s general so- 
cial position and educational position in the social strata in which he 
is living. 


“Stated another way, if the parent would not have made the ex- 
penditure himself, but the expenditure were only made because the 
Trust existed and had the funds, then such expenditure is more likely 
to be categorized as a luxury and not an item of support.” 


David L. Samuels is a member of the firm of Samuels, Thoits & 
Lehman, Palo Alto, California. 
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Leasebacks. A leaseback is a fairly new word in tax nomencla- 
ture. It is a device sometimes used to raise working capital as, for 
example, by the sale of a plant with an agreement to lease it from the 
purchaser over a long period of years. The purchaser could be an 
employee’s retirement trust. Such arrangements, of course, must meet 
all the requirements of an arm’s-length transaction. 


The article beginning at page 1017 discusses leasebacks in the 
situation where local communities show a willingness to provide in- 
dustrial sites and plant financing to attract new industries. This article 
points out the phraseology of the lease which is most likely to pass 
Treasury inspection. For instance, the author advises one to avoid a 
clause which enables the tenant to purchase the property on payment 
of a small additional sum at the expiration of the lease. He also cau- 
tions that any purchase price should bear a reasonable relation to the 
fair market value of the property on the date that the option is to be 
exercised. 


Harvey Greenfield is the author of this article on leasebacks. He 
is a New York attorney and chairman of the Committee on Taxation 
of the Federal Bar Association of New York, New Jersey and Con- 
necticut. He is also chairman of the Federal Legislation Committee 
of the Real Estate Board of New York. He recently coauthored a 
book published by McGraw-Hill on sale-leasebacks dealing with both 
real estate and equipment transactions. 


Employee pensions. After a pension has been established in a 
firm, two general problems present themselves: one is the matter of 
investing the funds and the other is the matter of equitable distribu- 
tion. A number of trusts invest their funds in government securities 
because it is easy to do and requires little or no investment talent. 
Upon distribution, the managers of the fund are faced with a number 
of decisions ; namely, whether the distribution should be in lump sum 
or in installments, in cash or in kind. The article beginning at page 
1023 suggests that voluntary contributions to qualified pensions in- 
vested in mutual funds solves a number of these problems. A dis- 
tribution of mutual funds in a lump sum to an employee in kind gives 
the employee an investment capable of flexible use at his retirement 
with no new acquisition cost to him. 


Lewis G. Kearns is manager of the Estate Planning and Institu- 
tional Department of Wellington Company, Inc., Philadelphia. 


State tax news. States are not taking the Supreme Court deci- 
sions which limited their taxing power lying down. At page 1028 we 
bring you the latest news in this area. Also, we continue with the 
column by John A. Wilkie. This month he discusses the apportion- 
ment of unitary public utility businesses. His article (page 1031) 
deals with some types of public utility corporations that are operating 
on a multistate basis and are unitary in character, for which separate 
accounting is inappropriate. 


In This Issue 





E. J. Blakely, who is an assistant professor 
of commerce at the University of Wisconsin, presents 
a plan for corporate taxation. 


T IS NOT THE PURPOSE of this paper to justify a‘cor- 

porate income tax. It is sufficient to say that this tax is 
well established in practice and does produce a large amount 
of revenue for the federal government. 


A matter of major importance in any discussion of taxa- 
tion is whether or not a tax should be progressive. The plan 
of corporate taxation presented herein utilizes a progressive 
tax because it is believed a progressive tax will reduce eco- 
nomic inequalities among corporations and a progressive tax 
tends to compensate for short-run economic fluctuations. 


There appears no doubt that the government alters its 
fiscal policy to compensate for changes in the general level 
of economic activity, since the government ordinarily operates 
with an unbalanced budget during periods of significant infla- 
tion or deflation. Operating at a deficit in times of deflation 
will inject spending power into the economy and tend to stem 
the tide of deflation; and, conversely, operating at a surplus 
in times of inflation will withdraw spending power from the 
economy and tend to stem the tide of inflation. With respect 
to personal income the progressive income tax structure pro- 
vides built-in flexibility since withholding taxes and personal 
tax estimates conform to governmental fiscal policy. For 
example, in times of inflation the use of such a tax structure 
would accelerate the withdrawal of spending power from the 
economy. Furthermore, a progressive income tax structure, 
in the short run, automatically varies the average effective 
tax rate to keep pace with the income changes in a dynamic 
economy. Accepting the fact that a desirable feature of progres- 
sive taxation is to compensate for short-run economic fluctua- 
tions, then, the application of a progressive tax upon corporations 
may be worthy of investigation. (The present corporate tax 
structure is slightly progressive and does contain some features 
of built-in flexibility.) 


The problem of equitable corporate income taxation is 
complicated by economic differences among corporations. 
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Some corporations are financed nearly 100 per cent by stock- 
holder capital ; others may be financed by (perhaps) 50 per cent 
stockholder capital and 50 per cent creditor capital. More 
important, however, is the fact that corporations in different 
industries require different amounts of capital, regardless of 
the source, to produce an identical amount of income. Yet, 
today’s corporate tax laws require the same amount of money 
to be paid for income taxes on these identical incomes. No 
consideration is given for the risk taken by the users of capital. 
Is this justifiable? Capital is a commodity as necessary as 
material and labor to the success of the modern-day corpora- 
tion. The corporate tax should not be based solely on corporate 
income. In order to equalize the corporate tax burden among 
corporations and to harmonize with fiscal policy, a corporate 
tax should be progressive and should be based on the rate of 
return the corporation makes on the capital in use, regardless 
of the source of the capital. Only by means of a tax structure 
of this type will the results shift the distribution of corporate 
income toward equality. 


Capital for corporate operations and for corporate expan- 
sion is derived from two sources, stockholders and creditors. 
Corporate expansion through retained earnings is classed as 
a stockholder source. Most corporations have the power to 
determine their own capital structure, and significant differ- 
ences exist among corporations in the ratio of stockholder 
and creditor equities. Important differences also exist among 
industries in the ratio of stockholder and creditor equities. 
A corporate tax plan should not differentiate between methods 
of corporate financing. Consequently, capital in use is defined 
as either total assets or total equities. (Total assets equal 
total equities.) 


Since the proposed corporate tax plan does not differ- 
entiate between methods of corporate financing, it logically 
follows that the interest paid to creditor equity-holders cannot 
be admitted as an expense in the determination of corporate 
taxable income. 


To illustrate the proposed tax plan and to make pertinent 
comparisons, the operating results of 174 corporations are 
summarized by industry groups for the year 1956 (see Exhibit 
I). These corporations paid over 20 per cent of all corporate 
income taxes in the year 1956. All amounts are in thousands 
of dollars (000’s omitted). Column 1 shows the number of 
companies in each industry group included in the survey. 


(Continued on page 1042) 





Plan for Corporate Taxation 955 





TAX-WISE NEWS 


ry 

THERE ARE A LOT OF DOCTORS in 
Los Angeles, but this taxpayer preferred his own doctor in New York 
City. The taxpayer was 68 years old, had hypertension, a prostatic 
condition, a possible hernia and other physical conditions that con- 
cerned him. He visited his own doctor in New York City once a year, 
and deducted as medical expense the travel and subsistence expenses 
incurred on these trips. The Tax Court says, over the objection of 
the Commissioner, why not? “We know of no rule of law that would 
require him to seek out another physician in Los Angeles as a sub- 
stitute” for the New York doctor.—Stanley Winderman, CCH Dec. 
23,752, 32 TC —, No. 114. 


The law says the deduction shall be allowed for “medical care.” 
Medical care is defined as “amounts paid for the diagnosis, cure, 
mitigation, treatment, or prevention of disease, or for the purpose 
of affecting any structure or function of the body (including amounts 
paid for accident or health insurance), or . . . for transportation 
primarily for and essential to medical care... .” This language has 
sometimes led to attempts to deduct some rather odd personal 
expenses—for instance, expenses for maternity clothing, antiseptic 
diaper service, wigs, tooth paste, tooth brushes, hygienic supplies and 
dancing lessons. 


As to traveling expenses, sometimes taxicab fares are deductible 
—as where they are expended in connection with a program of occupa- 
tional therapy and where they are incurred to get to a doctor’s office 
but they are not deductible by a physically handicapped person. Traveling 
expense to Florida is always suspect, although the cost of such trips 
has been allowed. 


Lire INSURANCE TAX MEN have their 
hands full of problems under the new tax law. Here is one: Life 
insurance companies are heavy investors in stocks and bonds. The 
new law taxes their capital gains. The gain on any securities held 
on December 31, 1958, would be limited to the excess of the selling 
price over the higher of the market values on December 31, 1958, or 
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the adjusted basis. This means that to find the basis, life insurance 
companies must adjust the original cost of their securities for all the 
years in which there were capital changes in their securities, since 
the date of purchase. The higher the basis, the less the capital gain 
and, consequently, the lower the tax. In the course of every year, 
there are six to 12 government bond exchanges. Also, exchanges 
occur in state and municipal bonds. Almost all railroads went 
through a reorganization in the 40’s and the 50’s. For instance, the 
Chicago, Milwaukee, St. Paul & Pacific Railroad Ist 4s, 1994, have 
an adjusted basis of 104.61, but on December 31, 1958, a market value 
of 78%. 


Let's TAKE A LONG LOOK at Hertz. 
It’s up before the Supreme Court (along with Evans and Massey). 
It probably will not be decided until next year. It involves the declining- 
balance depreciation method. The question is: “What is useful life?” 
Is it what the taxpayer says it is for his purpose? If so, life could 
be shorter and relate to the length of time it is useful to the taxpayer 
in his business. Accelerated depreciation methods, as you know, are 
not applicable to short-lived assets. There is a sharp division of 
opinion in the accounting profession as to what is useful life. But 
more important is the question of how to treat salvage value. If 
salvage value must be shown for each asset, a separate account must 
be set up for each asset. You can’t lump all assets together in the 
depreciation account. Accountants want to know: Does declining 
balance have its own built-in salvage value feature? If not, when 
setting up a depreciation account, accountants must forecast salvage 
value, but years later when audit occurs, revenue agents have the 
benefit of hindsight—The Hertz Corporation v. U. S., 59-2 ustc § 9560. 
Regulations state that under the declining-balance method, salvage 
is not taken into account, but an asset cannot be depreciated below 
a reasonable salvage value. The district court, when it had the Hertz 
case before it, rejected this provision of the regulations. The district 
court’s decision gave accountants hope that the declining-balance 
method had its own built-in salvage. If the taxpayer errs in estimating 
salvage, he cannot correct the error by changing the rate of deprecia- 
tion. If the price received when he sells the depreciated asset is less 
than its estimated salvage value or if the declining-balance method 
has been used so that there is an unrecovered basis, this unrecovered 
amount becomes a loss when the asset is sold or abandoned. The 
other decisions in this area are Commissioner v. Evans, 59-1 ustc 
{ 9208; Massey Motors, Inc. v. U. S., 59-1 uste J 9281; Cohn et al. v. 
U. S., 58-2 uste J 9840. 


Here IS SOME GOOD ADVICE about 
bank accounts. A decedent established' two bank accounts for the 
benefit of a son. One bank account was in his name “or” his son’s 
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name. The decedent gave the passbook to his son. The Tax Court 
held that the decedent intended to give his son only a joint interest 
in this account. The passbook was kept in the son’s room but was 
freely accessible to the decedent. The second bank account was in 
the name of the decedent as “trustee for” the son. The decedent 
never made any withdrawals from this account and had retained the 
passbook in his desk. The Tax Court held that the value of the depos- 
its made by the decedent was included in his gross estate on any one 
of the following three grounds: (1) as property in which he had an 
interest at the time of his death; (2) as property intended to take 
effect in enjoyment and possession at death; or (3) if a trust was 
created, as a transfer subject to revocation. 


The decedent also purchased savings bonds in his name “or” his 
son's, and these were included in the decedent’s gross estate.—Estate 
of Michael A. Doyle, CCH Dec. 23,756, 32 TC No. 117. 


Tue COMMISSIONER gave the taxpayer 
a break. The taxpayer was a plumber and steamfitter. At various 
times during the year, he was employed in cities away from his home. 
He claimed a deduction for meals, lodging and automobile expense. 
The automobile expense was incurred in traveling home on week ends. 
The Commissioner disallowed the week-end travel expense but he 
allowed for living expenses away from home, as though the taxpayer 
had remained at his place of employment over such week ends.— 


William J. Steele, CCH Dec. 23,766(M), 18 TCM 793. 


An EMPLOYER, as a matter of policy, paid 
an employee, whom he assigned to duty at a distant plant, $7 per day 
in addition to his salary. The employee treated this as reimbursement 
for travel expense, but the majority of the Tax Court held that this 
$7 per day was additional compensation—therefore, income. One 
judge dissented, however, stating: “. . . I feel that the decision of the 
majority approaches a rule that every worker carries his statutory 
home on his back as he is moved from one work situs to another by 
his employer.”—John J. Harvey, CCH Dec. 23,785, 32 TC — No. 135. 


J ACK BENNY and Groucho Marx both 
made lump-sum deals for their television shows to get capital gains 
preference, The point of issue in the Tax Court’s decisions was whether 
the amounts received for the property purchased were received in 
consideration for future services to be rendered to the purchaser. 
The Tax Court found, as a fact, that the entire payment was for the 
property transferred and no part represented payment for future 
services. The IRS will now follow the Tax Court, but cautioned that 
it will carefully scrutinize like arrangements.—Rev. Rul. 59-325. 
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By LAWRENCE J. LEE 


All the legislation which circumscribes the rules of tax treatment of stock 
dividends still leaves undefined the phrase ‘‘stock dividend." 
Mr. Lee is a member of the New York and District of Columbia bars. 


TOCK DIVIDENDS have traditionally been a trouble spot to both 
the taxpayer and the Internal Revenue Service." Much contro- 
versy has surrounded the development of the law since the early deci- 
sion of Towne v. Eisner * and, indeed, thorough discussion has attended 
every step of the growth. Therefore, nothing valuable can be gained 
by reviewing and restating at great length the essence of these earlier 
discussions. But, as a very concise refresher, Towne v. Eisner created 
the foundation for the decision in Eisner v. Macomber * which held that 





*For some reason, known only to the Service, the Commissioner has never 
been able to accept the idea that returns of capital, through stock dividends, were 
not subject to income tax. See Copelon, “Taxable Stock Dividends,” Proceedings 
of the New York University Eleventh Annual Institute on Federal Taxation (1953), 
at p. 449. 

* 1 ustc J 14, 245 U. S. 418, 38 S. Ct. 158 (1918). 

*1 ustc J 32, 252 U. S. 189, 40 S. Ct. 189 (1920). 

“The essential and controlling fact is that the stockholder has received nothing 
out of the company’s assets for his separate use and benefit; on the contrary, 
every dollar of his original investment, together with whatever accretions and ac- 
cumulations have resulted from employment of his money and that of the other 
stockholders in the business of the company, still remains the property of the 

(Continued on following page) 
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Mr. Lee wrote this paper in partial 
fulfillment of the requirements 

for a Master of Laws Degree in 
Taxation at Georgetown Law Center. 


a dividend of common stock on com- 
mon, one class of stock outstanding, 
was not income within the meaning 
of the Sixteenth Amendment. The 
next move was with Congress and it 
eventually decided, in the Revenue 
Act of 1921,* that no stock dividends 
would thereafter be subject to ordi- 
nary income tax. The Service, at the 
same time, promulgated the rule of 
apportioning the basis of the dividend 
stock with the basis of the old stock. 
This allocation rule came up for exami- 
nation initially in the Koshland case ° 
and then in the Gowran decision.?’ The 
Supreme Court, much to the surprise 
of the Commissioner, held the stock 
dividends in question to be income, 
though not subject to tax under the 
1921 act, and, therefore, as income, 
were not subject to apportionment. 
Congress countered with the Revenue 
Act of 1936,° and in cautious language 


(Footnote 3 continued) 

company, and subject to business risks 
which may result in wiping out the entire 
investment. Having regard to the very 
truth of the matter, to substance and not 
to form, he has received nothing that 
answers the definition of income within the 
meaning of the Sixteenth Amendment.” 
(252 U.S., at p. 211.) 

*1921 Revenue Act, Sec. 201(d). 

* Regs. 65, Arts. 1547 and 1548; Regs. 74, 
Arts. 627 and 628; Regs. 77, Arts. 627 and 
628; Regs. 86, Arts. 115-7 and 115-8, 

* Koshland v. Helvering, 36-1 ustc { 9294, 
298 U. S. 441, 56 S. Ct. 767, rev’g 36-1 ustc 
7 9091, 81 F. 2d 641 (CA-9, 1935). 

" Helvering v. Gowran, 37-2 ustc § 9571, 
302 U. S. 238, 58 S. Ct. 154, reh’g den., 302 
U. S. 781, 58 S. Ct. 478 (1938). 

*1936 Revenue Act, Sec. 115(f)(1). 

*Helvering v. Griffiths, 43-1 ustc J 9319, 
318 U. S. 371, 63 S. Ct. 636, aff’g 42-2 ustc 
7 9534, 129 F. 2d 321 (CA-2), aff’'g CCH 
Dec. 12,433-D (BTA memo, op., March 3, 
1942). 
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decreed that henceforth all stock divi- 
dends would be tax-free only to the 
extent they were not income within 
the meaning of the Sixteenth Amend- 
ment. The Commissioner seized upon a 
stock dividend, similar to the one 
litigated in the Macomber decision, to 
test the statute and, at the same time, 
took the opportunity to ask the High 
Court to overrule that decision. The 
Supreme Court, in the Griffiths case,® 
refused to face the issue and neatly 
side-stepped it by deciding the matter 
on statutory language and the so- 
called “intent” of Congress. Mean- 
while, back in the various lower courts, 
there was a major battle being fought 
over the “proportionate interest’’ test ?° 
versus the “negative” test,’ as to 
which was the key determinant of a 
“true” stock dividend.*? This was 
also the period for the Chamberlin 
decision ** and the birth of the “pre- 
ferred stock bail-out.” ** Although in 
most of the litigation, the Commis- 
sioner, more often than not, was the 
loser, his loss in the Chamberlin case 





*See, for example, Deloss E. Daggitt, 
CCH Dec. 20,604, 23 TC 31 (1954); Pearl B. 
Brown, Executrix, CCH Dec, 7722, 26 BTA 
901 (1932), aff’d, 4 ustc J 1258 (CA-7, 1934), 
cert, den., 293 U. S. 570, 55 S. Ct. 81 (1934); 
and Helvering v. Griffiths, cited at footnote 9. 

™ See, for example, John M. Keister, CCH 
Dec, 11,272, 42 BTA 484 (1940), rev'd sub. 
nom, in Sprouse v. Commissioner, 41-2 ustc 
7 9703, 122 F. 2d 973 (CA-9), aff'd, 43-1 
ustc ¥ 9363, 318 U. S. 604, 63 S. Ct. 791. 

* Mertens, Law of Federal Income Taxation, 
(1958 Supp.) Vol. 1, Sec. 9.91. 

*% Chamberlin v. Commissioner, 53-2 ustc 
7 9576, 207 F. 2d 462 (CA-6), rev’g CCH 
Dec. 18,935, 18 TC 164 (1952), cert. den., 347 
U. S. 918, 74S. Ct. 516 (1954). 

*See Wren, “The Income Taxation of 
Corporate Distributions Under the Internal 
Revenue Code of 1954,” 53 California Law 
Review 268 (1955); Rieser, “Dividends, Bail- 
Outs, and Other Corporate Distributions,” 
32 Taxes 989 (December, 1954); Peterson, 
“Corporate Distributions and Adjustments— 
Subchapter C of the Internal Revenue Code 
of 1954,” 30 Notre Dame Lawyer 191 (1955). 
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justly gave him reason to “gnash his 
teeth and cry out in the night.” 


1954 Statutory Pattern 
Application of Principles 


Capitol Hill heard the “cry” of the 
Service and in 1954 enacted a long- 
awaited comprehensive set of provi- 
sions to deal with dividends in general. 
Section 305,7* with two exceptions, 
specifically provides that gross income 
shall not include distributions by a 
corporation to its shareholders in stock 
of the corporation or in rights to ac- 
quire that stock. The old law on 
distributions of stock of another cor- 
poration remained the same." This 
statutory enactment also clarified the 
questions on “stock rights” by afford- 
ing them the same treatment as stock 
dividends.** The Secretary of the 
Treasury also took his cue from this 
section and now provides in the regu- 
lations that Treasury stock is to be 
treated in the same manner as ordi- 
nary stock.’® 


This general rule is a return to the 
law as it existed in the period begin- 


ning with the Macomber decision and 
ending in the Revenue Act of 1936. 
However, Congress intended, and did 
include, a number of additional Code 
sections ostensibly to deal with the 
problems that arose during the pre- 
ceding turbulent history. Section 307 
was created to provide for allocating 
the basis of the old stock with the 
new stock received in dividend form.” 
This killed the litigation around the 
Koshland and Gowran decisions. The 
“bail-out” situation, sanctioned so in- 
nocently by the Chamberlin decision, 
was answered by the provisions of 
Section 306. More important, how- 
ever, was the attempt to destroy the 
necessity of resorting to any sort of 
test in determining whether the divi- 
dend was a true stock dividend or 
merely a subterfuge to hide a cash 
dividend. Both the House and Senate 
reports indicate clearly that this was 
one of their chief goals in the enact- 
ment of Section 305 : *? 


“In this respect, the problems in- 
volved in the line of court decisions 
such as Koshland v. Helvering (298 





* For a complete discussion of this entire 
history see Mertens, work cited at footnote 
12, Vol. 1, at Sec. 9.90; Griswold, Cases on 
Federal Taxation (4th Ed., 1957 Supp.), at 
p. 637; CCH Sranparp Feperat Tax Re- 
Ports (1959 Ed.), Vol. 2, § 2334. See, also, 
Proceedings of the Institute on Federal Taxa- 
tion, University of Southern California School 
of Law (1954), at p. 66; CCH Sranparp 
FepERAL TAx Reports (1959 Ed.), Vol. 2, 
{ 2334. See, also, Proceedings of the Insti- 
tute on Federal Taxation, University of South- 
ern California School of Law (1954), at p. 66; 
CCH Stanparp FepeRAL Tax Reports (1959 
Ed.), Vol. 2, { 2332. 

* 1954 Code Sec. 305(a): “Except as pro- 
vided in subsection (b), gross income does 
not include the amount of any distribution 
made by a corporation to its shareholders, 
with respect to the stock of such corpora- 
tion, in its stock or in rights to acquire its 
stock.” 

™See Peabody v. Eisner, 1 ustc J 21, 247 
U. S. 347, 38 S. Ct. 546 (1918); Cheley v. 
Commissioner, 42-2 ustc { 9828, 131 F. 2d 
1018 (CA-10), aff’'g CCH Dec, 12,167, 45 
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BTA 707 (1941); and Bacon-McMillan 
Veneer Company, CCH Dec. 6254, 20 BTA 
556 (1930). 

* Sec. 305(a); Regs. Sec, 1.305-1 (final); 
Gibson v. Commissioner, 43-1 ustc J 9282, 133 
F, 2d 308 (CA-2), aff’'g CCH Dec. 11,882, 
44 BTA 950, dis’d per stipulation, 320 U. S. 
805, 64 S. Ct. 23 (1943). See, also, Sec. 
307(b) dealing with the basis of stock rights, 
and Sec. 318(a)(3) dealing with stock options. 

* Regs. Sec. 1.305-1 (final); Schmitt v. 
Commissioner, 54-1 ustc J 9156, 208 F. 2d 819 
(CA-2), rev’'g CCH Dec. 19,663, 20 TC 352 
(1953); and Moore, “Are Dividends of 
Treasury Stock Considered to be Taxable 
Income,” 97 Journal of Accountancy 179 
(1954), discussing the period when there 
was some doubt on this proposition. 

* Regs. Sec. 1.307-1 (final); and Brodsky, 
“Stock Dividends, Stock Rights and Re- 
capitalizations,” Proceedings of the New York 
University Fourteenth Annual Institute on 
Federal Taxation (1956), p. 647. 

*H. Rept. 1337, 83d Cong., 2d Sess., at p. 
A81; S. Rept. 1622, 83d Cong., 2d Sess., 
at p. 241. 
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U. S. 441); Helvering v. Gowran (302 
U. S. 238); Wiegand v. Commissioner 
(194 F. 2d 479), etc., wherein the tax- 
ability of a stock distribution is 
dependent upon whether the propor- 
tionate interest of the shareholder in 
the corporation has been altered, are 
eliminated.” 


What can be gathered finally from 
both the House and Senate reports, 
and eventually from the conference 
report,”* and from the commentators 
on this provision,” is the desire to 
make the terms of Section 305(a) as 
inclusive as possible. The niceties of 
the section must be kept in mind by 
any tax practitioner, but the most im- 
portant consideration is the intended 
breadth and liberality in the applica- 
tion of the section. Indeed, for one 
example, the policy of Section 306 is 
not only to prevent the bail-out, but 
also to provide deferred taxation in 
conjunction with Section 305(a), in 
order to grant some flexibility to cor- 
porations and shareholders alike for 
financial revampment and yet preserve 
the sacred “public revenues.” ** 


The liberality shown by the new 
Section 305 can be shown by the 





* Conf. Rept. 2543, 83d Cong., 2d Sess. 

* Surrey and Warren, “The Income Tax 
Project of the American Law Institute . . .,” 
66 Harvard Law Review 1161, at p. 1177; 
Cohen, Surrey, Tarleau and Warren, “A 
Technical Revision of the Federal Income 
Tax Treatment of Corporate Distributions 
to Shareholders,” 52 Columbia Law Review 1 
(1952); Friedman, “Some Observations on 
Subchapter C of H. R. 8300 Revenue Code 
of 1954,” 8 Miami Law Quarterly 530 (1954); 
Griswold, work cited at footnote 15; and 
Mertens, work cited at footnote 12, “Code 
Commentary,” Sec, 305(a): 1, at p. 56. 

* See Proceedings of the Fifth Annual Tu- 
lane Tax Institute (1956), p. 88. 

* Eisner v. Macomber, cited at footnote 3; 
Theresa Zellerbach et al., CCH Dec. 901, 2 
BTA 1076 (1925); Helvering v. Griffiths, 
cited at footnote 9; Capital Estates v, Com- 
missioner, 43-2 ustc $9573, 138 F. 2d 156 
(CA-3), aff’g CCH Dec. 12,500, 46 BTA 986, 
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breadth of its projected exemptions. 
For example, the following types of 
stock dividends are tax-free at their 
distribution, although they might well 
qualify under Section 306: (1) com- 
mon stock on outstanding common, 
whether or not other classes of stock 
are also outstanding; ** (2) preferred 
stock on outstanding common stock, 
where there is no preferred stock out- 
standing; ** (3) preferred stock on 
outstanding common stock, where 
there is equivalent preferred stock 
outstanding; *” (4) second preferred 
stock on outstanding common stock, 
where there is first preferred stock 
outstanding; ** (5) common stock on 
outstanding preferred stock;*® (6) 
preferred stock on outstanding pre- 
ferred stock;*® (7) nonvoting com- 
mon on both outstanding voting com- 
mon stock and nonvoting common ; ** 
(8) common stock on outstanding 
common stock and preferred stock on 
outstanding preferred stock;* (9) 


first preferred stock on outstanding 


first preferred stock, second preferred 
stock on outstanding second preferred 
stock, no distribution on outstanding 
common stock.** Prior to Section 
305, the only positive type of tax-free 





* Strassburger v. Commissioner, 43-1 usTc 
J 9363, 318 U. S. 604, 63 S. Ct. 791; contra: 
Frank J. and Hubert Kelly Trust, CCH Dec. 
10,480, 38 BTA 1014 (1938), appeal with- 
drawn, 106 F. 2d 1002 (CA-8, 1939). 

* Helvering v. Gowran, cited at footnote 7; 
contra: James H. Torrens, CCH Dec. 8824, 
31 BTA 787 (1934). 

*% Contra: Albert E. 
10,558, 39 BTA 80 (1939). 

* Contra: Koshland case, cited at footnote 6. 

* Contra: John A. Messer, CCH Dec. 
19,267, 20 TC 264 (1953). 

*" Sprouse case, cited at footnote 11, which 
reversed John M. Keister, cited at footnote 11. 

"Wiegand v. Commissioner, 52-1 vustTc 
79199, 194 F. 2d 479 (CA-3, 1951), rev’g 
CCH Dec. 17,462, 14 TC 136 (1950); and 
Tourtelot v. Commissioner, 51-1 ustc § 9319, 
189 F, 2d 167 (CA-7), rev’'g CCH Dec. 
17,462, 14 TC 136 (1950). 

* Contra: Helms Bakeries, 
12,411, 46 BTA 308 (1942). 
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stock distribution was common on com- 
mon stock, with only one class of stock 
outstanding, although Tourtelot,** Wie- 
gand,*> Strassburger*® and Sprouse ** 
opened up new possibilities.* 


Cash or Stock? 


Nevertheless, panacea that Section 
305 may be, it still has a significant 
shortcoming in its failure to define 
“stock dividends.” Since Macomber, 
many cases have dealt with the prob- 
lem of whether a particular transac- 
tion amounted to a stock dividend or 
a cash dividend. Even with close to 
100 cases on the subject, no definite 
rule has yet been formulated.** How- 
ever, the cases have fallen into pat- 
terns and indicate that certain factors 
are important and regularly seized 
upon by the courts in reaching their 
decisions. Some of these factors are: 
(1) whether a stock or cash dividend 
in name has been declared;* (2) 


whether the corporation really has 
funds to back up its alleged cash divi- 
dend;** (3) whether the corporation 
itself is bound by any agreement 
made between the stockholders ; *? (4) 
whether cash was actually segregated 
and whether cash actually left the 
corporation, though it was returned 
immediately ; ** and, finally, (5) what 
the intention of the corporation was, 
as exhibited through its officers, and 
the intention of the stockholders.“ 
Not all cases have these elements, but 
a survey of the cases would indicate, 
for example, that if a stock dividend 
was declared in name,* the court 
would accept this as binding; but 
even if the cash left the corporation 
only for an instant and was imme- 
diately handed back by the stock- 
holder in his own check, a “cash divi- 
dend” would result.*® 

However, the technical shortcomings 
of Section 305 are not the real issue. 





* Cited at footnote 32. 

* Cited at footnote 32. 

* Cited at footnote 26. 

* Cited at footnote 11. 

*See the discussion in Mertens, 
cited at footnote 12, Vol. 1, Sec. 9.93. 

* See W. J. Hunt, CCH Dec. 1878, 5 BTA 
356 (1926), at p. 358: “Whether, in any 
case, a dividend is a stock or cash dividend 
is a question of fact and the question must 
be decided upon the peculiar facts in each 
case. While the Board will look through 
form to substance in order to arrive at what 
actually occurred, it is sometimes difficult to 
determine what is mere form and what is in 
fact substance. The form which a transac- 
tion takes frequently determines what the 
transaction is.” See, also, on this question 
Lengsfield v. Commissioner, 57-1 ustc {[ 9437, 
241 F. 2d 508 (CA-5). 

“Harry Makransky, CCH Dec. 9568, 35 
BTA 395 (1937); J. E. Brading, CCH Dec. 
5429, 17 BTA 436 (1929); Charles Watson 
Hull, CCH Dec. 4324, 13 BTA 299 (1928); 
W. J. Hunt, cited at footnote 39; F. Brody & 
Sons Company, CCH Dec. 16,580, 11 TC 
298 (1948); and B. R. Norvell et al., CCH 
Dec. 2127, 6 BTA 56 (1927). 

“Harry Makransky, cited at footnote 40; 
J. E. Brading, cited at footnote 40; Charles 
Watson Hull, cited at footnote 40; U. S. v. 


Stock Dividend 


work 





Mellon, 279 F. 910 (DC Pa., 1919), aff’d, 281 
F. 645 (CA-2, 1922); and Irving v. U. S., 
1930 CCH J 9634, 44 F. 2d 246 (Ct. Cls.). 
“J. E. Brading, cited at footnote 40; and 
George T. Smith, CCH Dec. 6558, 21 BTA 
782 (1930). 
“W. J. Hunt, cited at footnote 40; and 
Charles Watson Hull, cited at footnote 40. 
“George T. Smith, cited at footnote 42; 
IV. Q. Wright, CCH Dec. 3565, 10 BTA 806 
(1928); Michaels v. McLaughlin, 1927 CCH 
{ 7236, 20 F. 2d 959 (DC Calif., 1927); F. 
Brody & Sons Company, cited at footnote 40. 
“B.R. Norvell et al., cited at footnote 40. 
“W. J. Hunt, cited at footnote 40. See, 
generally, on this issue H. C. Wiess et al., 
CCH Dec. 2577, 7 BTA (1927); Theresa 
Zellerbach et al., cited at footnote 25; Deitz v. 
U. S., 1933 CCH Dec. 9580, 6 F. Supp. 944 
(DC W. Va., 1933); McGehee v. Commis- 
sioner, 58-2 ustc $11,817, 260 F. 2d 818 
(CA-5), rev’'g CCH Dec. 22,385, 28 TC 412 
(1957); Teehan v. U. S., 1928 CCH D-8253, 
25 F. 2d 884 (DC Mass.) ; James Kay, CCH 
Dec. 8101, 28 BTA 331 (1933), appeal dism’d, 
70 F. 2d 1017 (CA-4, 1934); Margaret B. 
Payne, CCH Dec, 6113, 19 BTA 1305 (1930); 
U. S. v. Davison, 1 F. 2d 465 (DC Pa., 1924), 
aff'd, 1926 CCH { 7070, 9 F. 2d 1022 (CA-3); 
Luthe Hardware Company, CCH Dec. 2120, 
6 BTA 53 (1927). 
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The important question facing the tax 
practitioner in the future is whether 
Section 305 can be relied upon, either 
to have destroyed pre-1954 case law 
and precedent or to have perpetuated 
that same law. For example, in view 
of the intention of Congress exhibited 
in Section 305 to liberalize the tax 
consequences of stock dividends, and 
in view of the language used by both 
houses in their reports,*’ is the pro- 
portionate interest test ** forevermore 
dead to the Service? Or was it the 
intention of Congress to destroy the 
test only as used to determine whether 
a given transaction is a stock dividend 
and thereby leave it alive for other 
subsidiary issues surrounding the sec- 
tion? 

The final answer to these questions 
will come only when the courts grapple 
over the elusive issue of finding the 
intent of Congress. 


First Exception— 
Dividend Arrearages 


As stated previously, Section 305, 
as all Code sections must, does have 


its exceptions. The first of these ex- 
ceptions is made for preference divi- 
dends: “(1) to the extent that the 
distribution is made in discharge of 
preference dividends for the taxable 


“ See footnote 21. 

“Initially there was a struggle between 
the proportionate interest test and the nega- 
tive test. However, it was generally ac- 
cepted that the former test was the better 
and thereby became the “indicator.” See 
Mertens, work cited at footnote 12. 

“” 1954 Code Sec, 305(b) (1). 

“For a discussion of this question, see 
Note, 65 Harvard Law Review 1203 (1952). 

"This rule applies only in the case of a 
stock distribution. However, if stock is ex- 
changed on the transaction, for example, if 
the preferences are discharged by a reor- 
ganization—recapitalization, the stock received 
in the exchange will not be considered as 
within the rule of Secs. 301 or 305(b)(1). 
However, if the recapitalization was shown 
to be only for the purpose of ridding the 
corporation of dividend arrearages, the Com- 
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year of the corporation in which the 
distribution is made or for the pre- 
ceding taxable year,’ *® resulting in 
the stock dividend being treated under 
Section 301. The ultimate treatment 
of the particular dividend will depend, 
of course, upon the existence or non- 
existence of earnings and profits. 
This, in a way, ties in with Section 
306, because it is an attempt to pre- 
vent distributions of stock, tax-free 
at distribution, which can be later re- 
deemed with capital gains treatment 
to the stockholder. The situation is 
distinguishable from the ordinary stock 
dividend situation because the arrear- 
ages create a fixed debt between the 
corporation and the shareholder which 
would ordinarily permit the share- 
holder to demand payment in cash. 
If, on the other hand, the stock divi- 
dends aim at arrearages of more than 
one year past, the stock may find itself 
with a “Section 306 stock” label, as- 
suming that it qualifies, although it 
escapes immediate taxation under Sec- 
tion 301.5% Some interesting ques- 
tions about this exception can be 
raised.” 

For example, suppose that corpora- 
tion X has two classes of stock, class 
A and class B. The classes differ as 
to par, voting power, and participa- 
tion in liquidation distributions. X 


missioner might find a basis to argue that 
the transaction should be avoided and the 
case covered by the law of Basley v. Commis- 
sioner, 47-2 ustc § 9288, 331 U. S. 737, 67 
S. Ct. 1498 aff’g 46-1 ustc $9237, 155 F. 
2d 237 (CA-3), aff’'g CCH Dec. 14,423, 4 TC 
897 (1945), reh’g den., 332 U. S. 752, 67 
S. Ct. 1489 (1947). 

* One question involves whether the cor- 
poration can successfully avoid the applica- 
tion of this section, by always keeping two 
years behind in dividends. Since the sec- 
tion and the regulations do not restrict the 
corporation in its choice of which year the 
particular dividend goes to paying off, can 
the corporation continue to pay off the ar- 
rearages of two years ago? For a discussion 
of this question and other questions on 
arrearages, see Cutler, “Dividend Arrearages,” 
37 Taxes 309, 317 (April, 1959). 
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declares a 50 per cent dividend in 
class A stock on class A, and a 50 
per cent dividend in class B on class 
B. Class A has the preferences, not 
as a named preferred stock, but merely 
as against class B stock. There is a 
one-year arrearage on both classes of 
stock. Mr. Smith is a 10 per cent owner 
of both classes. Corporation X, recog- 
nizing that it has an obligation to pay 
the arrearages on class A before it can 
pay either class a current dividend, 
declares that 25 per cent of the divi- 
dend on class A is in payment of the 
one-year preference still owing on it. 


In the Wiegand and Tourtelot 
cases,®* this general type of stock divi- 
dend was held nontaxable since the 
proportional interests of the share- 
holders were not changed. Has the 
enactment of Section 305 removed the 
proportionate interest test in all re- 
spects, or did it just reaffirm the 
underlying law that when no propor- 
tionate interest changes, there is no 
income in the dividend of stock? Is 
this true even if it sought to pay off 
a dividend arrearages of one year? 
The answer is by no means clear, but 
it would seem that when a stock divi- 
dend separates no income from the 
corporation, Section 305 cannot con- 
stitutionally tax such stock as income 
under the Macomber decision.™ 


4 

In the ordinary preferred stock situa- 
tion, say with a 7 per cent cumulative 
preferred stock and with ownership 
divided up in varying proportions,” 
the situation might be different. The 
grant of additional stock would in any 
event appear to be taxable as income 
because proportionate interests would 
have changed.** This same type of 
situation would be applicable whether 
the preferred stock went to pay off an 
arrearage or not. 


Second Exception— 
Specious Election 


The second exception deals with 
the “option or election” clause. Sec- 
tion 305(b)(2) provides that “if the 
distribution is, at the election of any 
of the shareholders (whether exer- 
cised before or after the declaration 
thereof), payable either—(A) in its 
stock (or in rights to acquire its 
stock), or (B) in property,” then, the 
dividend, whether in fact taken in 
stock, shall be treated as provided in 
Section 301. Again, ultimately, the 
particular treatment afforded (ordi- 
nary income or capital gains) will de- 
pend on the existence of earnings and 
profits of the distributing corpora- 
tion.” 


At any rate, the key feature is the 
existence of the election and not 





*For a discussion of these cases, see 
Note, 50 Columbia Law Review 999 (1950); 
49 Michigan Law Review 297 (1950) ; Copelon, 
“When to Use Cash Versus Stock Divi- 
dends,” Proceedings of the New York Uni- 
versity Ninth Annual Institute on Federal 
Taxation (1951), p. 1065. See, also, Com- 
ment, 53 Michigan Law Review 724 (1955). 
Note: These particular cases in and of them- 
selves did not involve dividend arrearages, 
but the principle is still applicable. 

* Magill, “Realization of Income Through 
Corporate Distributions,” 36 Columbia Law 
Review 519 (1936); see the language at 
p. 532. See, also, Eisner v. Macomber, cited 
at footnote 3, and the language at 252 U. S. 
at p. 213. See, generally, on this issue 
Warren, “Taxability of Stock Dividends as 
Income,” 33 Harvard Law Review 885 (1920); 
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and James, “The Present Status of Stock 
Dividends Under the Sixteenth Amendment,” 
6 University of Chicago Law Review 215 
(1938). 

* Elmer Wood, et al., Administrators, CCH 
Dec, 8356, 29 BTA 735 (1934). 

* See Helms Bakeries, cited at footnote 33; 


James H. Torrens, cited at footnote 27; 
Tillotson Manufacturing Company, CCH Dec. 
7958, 27 BTA 913 (1933), aff'd, 35-1 ustc 
{ 9213, 76 F. 2d 189 (CA-5); and Koshland v. 
Helvering, cited at footnote 6, Note: Ordi- 
narily, a corporation would not have only 
preferred stock outstanding and, hence, you 
would not normally have an equal distribu- 
tion of preferred stock with only preferred 
outstanding. 

* See CCH STANnpARD FEDERAL TAX REPORTS 
(1959 Ed.), Vol. 2, § 2332. 
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whether it is exercised." Regrettably, 
it is on this particular exception that 
the Commissioner has exercised the 
widest latitude in the regulations and 
it is claimed by critics that he has in- 
tentionally or unintentionally used 
reckless and all-encompassing lan- 
guage.°*® 


The existing regulations seem harm- 
less enough and adequately augment 
and explain the intent and functioning 
of Section 305 as Congress wrote it. 
However, the proposed regulations 
go beyond, what seems to many as 
basic propriety and stretch the excep- 
tions to cover many areas apparently 
not intended by Congress. It should 
be noted, however, that it is probable 
that further steps by the Service on 
these proposed regulations will await 
Congressional action.* 


The proposed regulations provide, 
as do the existing final regulations, 
that it is immaterial whether all or 
only a few of the shareholders are 
given the option and the election need 
not be exercisable at any particular 
point time-wise.** The amount sub- 
ject to the terms of Section 301 de- 
pends on the value of the property 
subject to the election. 

However, it is not these incidental 
regulations that provide the difficulty. 
The real alarm comes from the Serv- 
ice’s definition of the election. This 


1.305-1 1,305-2 





* See 
(final). 

*See, for example, Harry Janin, brief 
against the proposed regulations, dated Au- 
gust 3, 1956, on file with the IRS, p. 2; 
and Stinson, “Some Subchapter C Trouble 
Spots—After Two Years,” 34 Taxes 890 
(December, 1956), at p. 900. 

"See Haddad, “Two-Class Common (Citi- 
zens Utility) Stock Plans Would Be Killed 
by Change in Law,” 9 Journal of Taxation 
71 (1958); and Proposed Regs. Sec. 1.305-2. 

"1954 Code Sec. 305(b)(2); Regs. Sec. 
1.305-1 (final); Lamberth v. Commissioner, 
41-1 ustc § 9483, 120 F. 2d 101 (CA-9), at 
p. 105: “As of the date of the declaration 
of the dividend in the instant case . . . the 
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the Commissioner has written in the 
widest language. In Section 1.305-2 
(b)(1) of the proposed regulations, 
the nature of the election is defined 
as follows: 


“Section 305(b)(2) refers to every 
election, whether express or implied, 
regardless of how or when exercised 
or exercisable. An election is a choice 
to receive payment in one medium or 
another. It is immaterial when such 
choice arises and when it is exercisable.” 


The regulations then state: 


“Where a corporation having two 
classes of common stock outstanding, 
with respect to which dividends may 
be paid in stock on one class and in 
money (or other property) on the 
other class, makes a distribution (or 
series of related distributions) in money 
(or other property) as to one class 
and in stock as to the other, the dis- 
tribution of the stock is not under sec- 
tion 305(a) since there is a choice as 
to the medium of payment of any dis- 
tribution by virtue of the existence of 
the two classes of common stock.” 


Following this explanation are two 
examples designed to show what is 
meant, although the particular ex- 
amples deal with recapitalizations and 
the ultimate development of two classes 
of common stock. What the proposed 
regulations are saying, in essence, is 
that the election (in the instance of 


taxpayer’s right to the dividend had ac- 
crued, At that moment he had a ‘real op- 
tion’ to take either cash or stock. We see 
no escape from the conclusion that he re- 
ceived a cash dividend, with an option to 
turn the cash into the corporation for stock. 

“Nor do we see any merit in the argu- 
ment that the fact that the election to take 
stock was to be made by non-action instead 
of by positive act changes the result. To 
us it seems immaterial whether the option 
is to be exercised by non-action or by posi- 
tive action.” 

“Regs. Sec. 1.305-2 (final), Proposed 
Regs. Sec. 1.305-2(c). See, also, Hearings, 
Committee on Ways and Means, 74th Cong., 
2d Sess. (1936), pp. 593 and following. 
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two classes of common stock) lies not 
in the stockholder taking cash or stock, 
but in his buying or taking one or the 
other of the two classes. 


Law Before 
Proposed Regulations 


At the outset, it should be stated 
that the idea of taxing, as an ordinary 
dividend, stock delivered in the op- 
tion or election situation is not novel 
to the 1954 Code™ and is actually 
necessary for an effective statute. 
The underlying reasoning, of course, 
is that since the shareholder could 
have had cash in hand, but avoided it 
by taking stock, he will be treated as 
having constructively taken cash. 
The provision is necessary to plug a 
loophole lest the higher bracket tax- 
payers go on indefinitely, deciding at 
will when to take cash or when to 
take stock, assuming a true rather 
than a specious election exists. On 
the other hand, the existence of this 
true election and the fact that some 
stockholders take cash and others 
stock is not so appalling as to demand 
as strict a view as the Commissioner 
is seemingly taking.” 


What is the foundation for the Secre- 
tary’s regulations? Even before the 
existence of Section 115(f), the Com- 
missioner had succeeded in using the 
election or option as an index of a 
cash dividend. In the Joseph Paper 
case, minority shareholders of the 
family corporation, sought a reversal 
of the Commissioner’s determination 
that certain stock dividends given to 
them were taxable as ordinary in- 
come. The majority shareholder of 
the corporation was an aged mother 
who needed cash. The sons, petition- 
ers in the suit, set up a plan to pay 
cash dividends to the mother while 
they themselves took preferred stock. 
The Board of Tax Appeals pointed to 
the election provision and held the 
entire dividend to be a cash dividend. 
The decision relied heavily upon the 
fact that a shareholder owning 70 
per cent of the common stock and 40 
per cent of the preferred stock was 
taking cash rather than a stock divi- 
dend. Similarly, the proportionate 
interests of the various stockholders 
was changing, in that the mother was 
becoming less and less of an owner, 
while her sons were increasing in 
ownership. 





*The basic provision goes as far back 
as the Revenue Act of 1936. It was regu- 
larly codified in its present form in 1939 
Code 115(f)(2): “Whenever a dis- 
tribution by a corporation is, at the election 
of any of the shareholders (whether exer- 
cised before or after the declaration thereof), 
payable either (A) in its stock or in rights 
to acquire its stock, of a class which if dis- 
tributed without election would be exempt 
from tax ... or (B) in money or any other 
property (including its stock or in rights to 
acquire its stock, of a class which if dis- 
tributed without election would not be exempt 
from tax . then the distribution shall 
constitute a taxable dividend in the hands of 
all shareholders, regardless of the medium 
in which paid.” 

“Mertens, cited at footnote 12, Vol. 1, 
Sec. 9.94. 

“The English Inland Revenue, being in 
the same situation during the comparable 
period of American pre-1954 cases, apparently 
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Sec. 


tolerates the election and decides the case 
by the ultimate decision of the taxpayer to 


take stock or cash. See Commissioners of 
Inland Revenue v. Wright, 1 K. B. 333 (Ct. 
of Appeals, 1927); Commissioners of Inland 
Revenue v. Coke, 2 K. B. 246 (Ct. of Ap- 
peals, 1926). See, also, generally, Blotts 
Case, 2 K. B. 657 (1920); and Fisher’s Case, 
1 K. B. 451 (1925). 

“CCH Dec. 8316, 29 BTA 523 (1933), 
at p. 524. The option reads: “Be it further 
resolved, that said dividend on the common 
and preferred stock of the corporation, be 
paid at the option of the individual stock- 
holders, either in cash or in preferred stock 
of the corporation.” See, also, Luthe Hard- 
ware Company, cited at footnote 46, involvy- 
ing a situation wherein checks were issued 
with the option to return the checks to the 
corporation for stock or retain the checks 
for the cash; and Eugene E. Paul et ai., 
CCH Dec. 565, 2 BTA 150 (1925). 
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On the other hand, the Commis- 
sioner did suffer some setbacks, though 
in cases not involving options per se. 
In the Jackson case * a similar arrange- 
ment as in the Luthe Hardware case * 
was set up. The facts indicate that 
there was no intention, however, to 
turn over ownership or control, but 
merely an attempt to reward faithful 
employees and to provide them with 
incentive to remain in the corporation. 
The corporation had set up two classes 
of identical common stock, one called 
“owners” stock and the other “em- 
ployees” stock. The corporation was 
found to need all of its available work- 
ing cash, so an arrangement was made 
between the owners to take additional 
stock. However, feeling that the em- 
ployees should receive cash, the cor- 
poration gave checks to everyone with 
the notion that the owners would 
leave the money with the corporation 
for new stock and that the employees 
would actually take the cash. The 
arrangement followed through smoothly 
until the Commissioner assessed a 
deficiency on the return of one of the 
owners for the reason that the divi- 
dend was a cash dividend rather than 
a tax-free stock dividend. The court 
listened to the same arguments ad- 
vanced by the Service in the Joseph 
Paper and Luthe Hardware cases. 
Nevertheless, the court looked through 
the form to the substance, and con- 
cluded that this was a stock dividend. 
In so doing, the court completely dis- 
counted the fact that the employees 


had received cash and that there was, 
de facto at least, a clear option to take 
stock or cash. 


With the case law somewhat divided 
on the issue, but having strong 
precedent for a strict option rule inter- 
pretation, the question is how the Com- 
missioner viewed the field prior to the 
proposed regulations. In the past, 
the Commissioner has apparently seen 
the validity of the Jackson line of 
reasoning and generally sanctioned 
similar arrangements through his rul- 
ings.*’ One such liberal ruling in- 
volved the Citizens Utilities Company, 
and launched the controversy that 
gave rise to the proposed regulations. 
In this case, the Citizens Utilities 
Company of Connecticut reclassified 
its common stock into two classes: 
class A and class B. Both classes were 
similar in every respect except that 
dividends on class B were to be in 
cash, while class A received stock. 
The company received a ruling to the 
effect that the reclassification and 
subsequent conversion of the shares 
would be tax-free and that stock divi- 
dends paid on class A would fit into 
the terms of Section 305(a). The 
extreme liberality of this ruling is 
demonstrated by the fact that class 
A stock was freely convertible into 
class B shares at any time except 
between the declaration and record 
dates for cash dividends on B shares."° 
The rationale behind a liberal view- 
point is both apparent and laudable 





* Jackson v. Commissioner, 2 ustc J 790, 51 
F. 2d 650 (CA-3, 1931); Irving v. U. S., cited 
at footnote 41; U. S. v. Davison, cited at 
footnote 46; and U. S. v. Mellon, cited at 
footnote 41. 

*See footnote 66. In this type of case, 
although an election is not provided per se 
in the resolution, the option to cash the 
check or leave it with the corporation for 
stock amounts to the type of election de- 
signed in the Joseph Paper case. 

® Stinson, cited at footnote 59. See G. C. M. 
6709, VIII-2 CB 132 (1929); I. T. 2538, 
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IX-1 CB 144 (1930). Cf. G. C. M. 23202, 
1944 CB 536; I. T. 3673, 1944 CB 321. 

® Stinson, article cited at footnote 59, at 
p. 901; Haddad, article cited at footnote 60. 
Actually this statement of the case is an 
extremely simplified version. For the true 
arrangement in detail see memorandum, 
policy considerations in support of service 
rulings issued in respect of two-class com- 
mon stock reclassification of Citizens Utili- 
ties Company, dated June 5, 1956, on file 
with the IRS. See, also, Harry Janin, brief 
cited at footnote 59. 
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Courts again and again shift their 
position; and though they are apt 
to do so under cover of nice 
distinctions, they impose the risk 
of anticipating the changes 

upon those who may have acted 
upon the faith of the original. 
—Learned Hand. 


from a businessman’s point of view. 
Obviously such arrangements can 
contribute, albeit in a small way, to 
the stimulation of investment. Noth- 
ing would appear as attractive to high 
bracket taxpayers as a sanctioned ar- 
rangement of two classes of stock on 
which stockholders of one class (the 
investment class), pursuant to an 
announced policy of the corporation, 
would receive stock dividends, and a 
second class upon which smaller hold- 
ers would receive cash. By the same 
token, not only does this permit the 
corporation to offer an attractive 
package to investors but, at the same 
time, it allows the corporation to 
retain cash for expansion which would 
otherwise be dissipated on dividends. 
Furthermore, such an arrangement 
permits the corporation to expand its 
capital and dilute its equity owner- 
ship by the mere issue of stock divi- 
dends, while still being able to issue 
cash to those stockholders who so 
demand. Similarly, a great deal of 
flexibility could be given to corpora- 
tions to expand or change their owner- 


™See Proceedings of the Seventh Annual 
Tulane Tax Institute (1958), p. 601, and, for 
a somewhat biased view, letter of July 28, 
1956, from Benjamin Graham to the Com- 
missioner, and additional comments re pro- 
posed regulations revising Section 305-2 of 
the 1954 Code; and the same questionable 
view expressed in the second paragraph on 
page 4; and statement of Richard L. Rosen- 
thal, president, Citizens Utilities Company, 
Stamford, Connecticut, before the morning 
session of the hearing called by the Com- 
missioner on proposed Regs. Sec. 1.305-2, 
Washington, D. C., December 6, 1956. Both 
statements on file with the IRS. 
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ship, say for the purpose of rewarding 
faithful employees, without running 
into the nasty burden of added income 
tax to the owning shareholders.” 


Turning to the stricter view now 
put forth in the proposed regulations, 
there is, as discussed earlier, precedent 
upholding this type of interpretation.” 
The proportionate interest test predi- 
cated by the Koshland line of decisions 
is, of course, the Commissioner’s 
strength. It is easy enough to argue 
that the giving of cash to some share- 
holders and stock to others, all of 
whom own the same class of stock, 
causes a disproportionate change in 
ownership. Much of the reasoning of 
the Commissioner in this regard was 
summarized in the George W. Ultch 
Lumber Company case." In this case 
the corporation had increased its capital 
stock and was issuing this new stock 
over a period of time to the owning 
shareholders, but at the same time 
issuing cash to a few of the share- 
holders. The Tax Court propounded 
the “equal treatment” test when it 
said : 


“In this proceeding, each dividend 
was declared m a definite amount. 
Cash was paid to one or more of the 
shareholders, and in some instances 
the full amount of the dividend was 
paid in cash. In such circumstances, 
we have held that even though some 
shareholders accept stock in satisfac- 
tion of their dividend it cannot con- 


"See, for example, Tillotson Manufactur- 
ing Company, cited at footnote 56; Elmer 
Wood et al., Administrators cited at footnote 
55. Haddad, article cited at footnote 70, 
uses the same arguments based on the 
cases where stock and cash dividends were 
distributed, but the courts holding the major 
transaction bound the issue. Hence, in cases 
where the majority or more took stock, the 
transaction was a stock dividend. 

™ George W. Ultch Lumber Company, CCH 
Dec. 20,046, 21 TC 382 (1953). 


971 








stitute a nontaxable stock dividend. 
Harry Makransky, 35 B. T. A. 395; 
Lester Lumber Co., 14 T. C. 255. A 
corporation cannot discriminate among 
stockholders in the distribution of 
profits. If one stockholder has the 
right to receive his share of the profits 
in cash, all of the stockholders have 
the same right, and the dividend dis- 
tribution is regarded as a cash divi- 
dend. This is true even though some 
stockholders accept stock in satisfac- 
tion of their shares of a dividend.” ™ 


The court then used this test to 
determine that in the facts of this 
case, the entire dividend was a cash 
dividend. It is this supposed equal 
treatment that probably lays the legal 
foundation for Section 305(b) itself. 


However, the same rationale does 
not necessarily apply in the case of 
two separate classes of stock. The 
use of the proportionate interest test 
was <ffectively weakened for more 
than one class of comparable stock 
in the Wiegand and Tourtelot cases. 
The inability to use this argument, 
so often shopworn by both sides in 
the 1936-1954 period, probably exerted 
considerable influence on the liberality 
shown by the Treasury in its early 
rulings. Hence, in an effort to tighten 
up what appeared to be an attractive 
loophole, the Commissioner had to 
resort to a new basis or argument. 
This new reasoning is that “there is a 
choice as to the medium of payment 
of any distribution by virtue of the 
existence of the two classes of com- 
mon stock.” 


The choice of examples is peculiar 
since the Commissioner had the basic 
cases of the late twenties to work 


™ Case cited at footnote 73, at p. 390. 

"Proposed Regs. Sec. 1.305-2(b)(2), ex- 
ample 1. 

* Basley v. Commissioner, cited at footnote 
51; Adams v. Commissioner, 46-1 ustc J 9238, 
155 F. 2d 246 (CA-3), aff’g CCH Dec. 
14,631, 5 TC 351 (1945), superceding CCH 
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with to better advantage. His choice 
of the recapitalization cases, it is hoped, 
indicates that this new-found strict- 
ness, if augmented by statute, will be 
used only when the use of two classes 
of common stock seems obviously to 
be a device to thwart the public income. 


First Example 
The first example is: 


“Example (1). Pursuant to a re- 
capitalization (to which section 368 
(a)(1)(E) applies) all of the out- 
standing shares of common stock of 
Corporation X are surrendered in ex- 
change for Class A common stock and 
Class B common stock. Some share- 
holders choose to receive only Class 
A stock, some shareholders choose to 
receive only Class B stock, and some 
shareholders choose to receive some 
of each. Dividends may be paid in 
stock or in cash on either class of 
stock without regard to the medium 
of payment of dividends on the other 
class. A dividend is declared upon 
the Class A stock payable in addi- 
tional shares of Class A stock and a 
dividend is declared on the Class B 
stock payable in cash. Section 305(a) 
does not apply to the stock distributed 
to the Class A shareholders.” * 


The example is rather carefully 
worded to take advantage of every 
fragment of old case law that the 
Commissioner could find for his pur- 
poses. First, the inference is that the 
entire recapitalization may bear the 
stigma of a “tax avoidance scheme,” 
much along the line of attack used 
in the Bagley and Adams cases."* If this 
is true, then, no reason exists why the 
Dec. 14,505, 4 TC 1186 (1945), aff'd 47-1 
ustc J 9288, 331 U. S. 737, 67 S. Ct. 1489 
(1947), reh’g den., 47-2 ustc { 9373, 332 
U. S. 737, 67 S. Ct. 1489 (1947). Cf. Weiss 


v. Stearns, 265 U. S. 242, 44 S. Ct. 490 aff’g 
285 F. 689 (CA-6, 1923). 
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Commissioner cannot use this same 
road of attack on the initial recapital- 
ization rather than the less-honorable 
approach of the specious election. This 
would have been foreclosed if the 
original House version of H. R. 8300 
had gone through because under that 
version: 


“Subsection (a) similarly applies in 
the case of stock distributions issued 
in connection with the recapitalization 
of the corporate financial structure. 

However, the concept of a ‘re- 
organization’ under section 112(g) (1) 
of existing law is not requisite under 
section 305.” ™ 


However, the final version limited 
the application of Section 305 to stock 
dividends “of the corporation in which 
the taxpayer is a shareholder” ** rather 
than the broader recapitalization and 
reorganization provisions. Thus, it 
would seem that the old line of Bazley 
and Adams decisions is still open for 
the Commissioner’s use. 


In the example, the corporation 
had created two classes of common 
stock, class A and class B. Of the old 
shareholders, some take only class A, 
some take only class B, and some take 
both. Looking at this fact arrange- 
ment, two possibilities exist as to 
the stock: (1) Both class A and class 
B are similar in every respect; or (2) 
one or the other of the classes has 
different rights, say, for example, one 
class is nonvoting or has a preference 
on liquidation, which it may be as- 
sumed is insufficient to date to remove 


*H. Rept. 1337, cited at footnote 21, at 
p. A82; Friedman, article cited at footnote 
23, at p. 534. 

*S. Rept. 1622, cited at footnote 21, at 
p. 240: “The scope of this section is con- 
siderably narrowed from the House version 
of section 305 and is limited to the effect at 
the shareholder level of distributions of 
dividends in stock and stock rights of the 
corporation in which the taxpayer is a 
shareholder.” 
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It may be laid as a universal 

rule that a government which attempts 
more than it ought will 

perform less.—Lord Macaulay. 


the class from a common stock status. 
In the first situation, where both 
classes are the same, the Commis- 
sioner can argue that, since part of 
the stock receives a dividend of cash 
and the other class a dividend in 
stock, the proportionate interests have 
changed and, therefore, the entire dis- 
tribution is equivalent to a cash divi- 
dend.*® This argument is sound if the 
distinction between the respective 
classes is not respected and both 
classes are treated as one giant class 
of common stock. However, if the 
distinction between the classes is re- 
spected as state law has decreed, a 
situation can arise where there is no 
proportionate change. Suppose, as in 
the Tourtelot case, shareholder Smith 
owns exactly 5 per cent of both classes 
of stock. Under the Towurtelot rule, can 
it not be argued that he is no worse 
off than he was before? As to Mr. 
Smith, his equity remains the same in 
the total corporation, especially since 
both classes of stock are equal in 
every respect—he gains in class A what 
he loses in class B. If the Macomber 
decision, as eventually determined by 
later cases, holds that capital is not 
taxable under the Sixteenth Amend- 
ment, has not the Commissioner gone 
too far in Smith’s case.*® On the other 
hand, assuming that the stock is dif- 
ferent in some respect and Mr. Smith 


* Cohen, Surrey, Tarleau and Warren, 
article cited at footnote 23, at p. 10. 

See, on the question of taxing capital, 
Eisner v. Macomber, cited at footnote 3. See, 
for comparison, Helvering v. Bruun, 40-1 
ustc J 9337, 309 U. S. 461, 60 S. Ct. 631 
(1940), rev’g 39-2 ustc § 9628, 105 F. 2d 
442 (CA-8). 
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owns 5 per cent of both classes, the 
Commissioner can argue that the re- 
ceipt of class A stock throws off his 
proportionate ownership and, there- 
fore, he has received something beyond 
capital.** The Wiegand and Tourtelot 
cases would not so hold, depending 
on the circumstances and differences 
in the stock. And, of course, the 
Commissioner cannot treat the stock 
as one giant class of equivalent com- 
mon, The new argument, nonetheless, 
may be that Mr. Smith made his 
“choice as to the medium of payment 
of any distribution by virtue of the 
existence of the two classes of com- 
mon stock.” Having made a specious 
election, Mr. Smith now fits into the 
exceptions of Section 305(b)(2), and, 
as a consequence, the entire nonpro- 
portionate-interest-change argument 
is irrelevant. Harking back to the 
introduction, it may be true that the 
proportionate interest test is now de- 
ceased. If that is so, however, the 
Commissioner has no business using 
it as the basis for his initial argument. 
Furthermore, looking at the liberality 
intended by Congress ** and remem- 
bering that the Jackson and the Joseph 
Paper line of cases were on the books, 
it can be argued that Congress not 
only intended not to overrule these 
cases but, by its liberality, favored the 
Jackson type of case. It is also sug- 
gested that a more respectable ap- 
proach is available to the Commissioner 
by going into court and showing that 
class A, for example, by virtue of its 
having certain preferences, is not really 
common stock at all but rather pre- 
ferred in the guise of common; and, 
as preferred stock, it really ought to 


™ See, for example, argument in Frank J. 
and Hubert Kelly Trust, cited at footnote 26, 
at p. 1016. 

® See Haddad, article cited at footnote 60, 
and material cited at footnotes 21-24. 

* Alexander and Landis, Jr., “Bail-Outs 
and the Internal Revenue Code of 1954,” 
65 Yale Law Journal 909 (1956), at p. 918: 
“Corporate law has not developed any gen- 
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bear the stigma of “Section 306 stock” 
in the hands of Mr. Smith. Since the 
definitive meaning of Section 306(c) 
is not yet hardened, the Secretary 
would have a good argument and may 
well convince the court to interpose 
or interpret the section to mean com- 
mon in only the strictest sense.** 


Example Two 


The second example ** is more inter- 
esting in this regard: 


“Example (2). Pursuant to a re- 
capitalization (to which section 368 
(a)(1)(E) applies) all of the outstand- 
ing shares of common stock of Cor- 
poration Y are surrendered in exchange 
for Class A common stock and Class 
B common stock, every shareholder 
receiving one share of Class A stock 
and one share of Class B stock in 
exchange for each share of the com- 
mon stock surrendered by him. Divi- 
dends may be paid in stock or in cash 
on either class of stock without regard 
to the medium of payment of dividends 
on the other class. After the recapital- 
ization, and before any of the Class 
A or Class B stock has been transferred, 
a dividend is declared on the Class A 
stock payable in additional shares of 
Class A stock and a dividend is de- 
clared on the Class B stock payable 
in cash. Thereafter, some sharehold- 
ers sell some of their Class B stock, 
some shareholders sell some of their 
Class A stock, and some shareholders 
exchange Class B stock for Class A 
stock held by other shareholders. After 
these sales and exchanges a dividend 
is declared on the Class A stock pay- 
able in additional shares of Class A 


erally accepted definition of common stock, 
although there is authority suggesting that 
any preference with respect to earnings and 
liquidation may be sufficient to bring the 
stock within the category of preferred stock.” 
See Comment, 53 Michigan Law Review 
724 (1955). 

“Proposed Regs. Sec. 1.305-2(b)(2), Ex- 
ample 2. 
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stock and a dividend is declared on 
the Class B stock payable in cash. 
Section 305(a) does not apply to any 
of the stock distributed to the Class 
A shareholders.” 


Under these facts, the corporation 
has created two classes of stock, dis- 
tributing the new stock in equal pro- 
portions to the holders of the old 
stock. The corporation then declares 
a stock dividend on class A and a 
cash dividend on class B, but this 
happens before the shareholders have 
had an opportunity to change their 
respective positions. Looking at this 
from the same twofold position as 
under Example 1, Mr. Smith can make 
the same arguments based on the 
Wiegand and Tourtelot cases. How- 
ever, the example continues, and 
thereafter the stock of the various 
stockholders is shifted around between 
the classes. The example then reads: 
“Section 305(a) does not apply to 
any of the stock distributed to the 
Class A shareholders.” The first ques- 
tion is one of rhetoric. Does this last 
sentence apply to both of the distribu- 
tions given in the example? If it is 
meant to apply to the first distribu- 
tion, it is clearly out of bounds since 
by no stretch of the imagination has 
there been a proportional change in 
interests. Whether it can apply to the 
last distribution will depend entirely 
upon the individual shareholder and 
his position relative to the corpora- 
tion.®® This latter case would in the 
end depend on whether both classes 
of common stock can be lumped into 
one class of “common” stock. The 
entire example is questionable from 
another point of view. In the first 
distribution, where the stockholder 


® Kanter, “The Present Tax Status of 
Stock Dividends,” 31 Taxes 418 (June, 1953). 

See footnote 71. Cf. John G. Lonsdale, 
CCH Dec. 3848, 11 BTA 659 (1928), aff'd, 
1 uste { 392, 32 F. 2d 537 (CA-8, 1929). 

* Revised Report on Corporate Distribu- 
tions and Adjustments, Advisory Group on 
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automatically receives class A and 
class B, can it be said that Mr. Smith 
has exercised an election by having 
a choice of the two classes of stock? 
It, obviously, is more realistic to say 
that Mr. Smith, seeing the two classes 
of stock before him, and knowing the 
intention of the corporation—say, to 
pay stock dividends on class A and 
cash on class B—makes an election 
by buying one or the other of the two 
classes. However, in the first situa- 
tion, Mr. Smith has no such choice 
at all—the stock is thrust upon him. 
In the latter situation, where Mr. 
Smith has traded off some of his 
stock, it can be argued that he has 
exercised a conscious choice as to 
which class he desired to hold and, 
therefore, has made an election. 


Regrettably, the breadth of these 
examples and the wording of the 
regulations takes in entirely too much 
territory. It is one thing to stop a 
loophole, if there is one, but quite 
another to arbitrarily cover areas of 
honest business judgment.** For ex- 
ample, in the Jackson case, under these 
regulations, there would be no method 
of carrying out the intent of the 
management and getting cash to the 
employees and, at the same time, 
maintaining the bulk of the cash in 
the corporation for business use. 


As stated earlier, the Commissioner 
will probably withhold further action 
on these proposed regulations pend- 
ing the outcome of Congressional action 
on the proposed changes of Sub- 
chapter C. The advisory group * has 
apparently stepped into the Commis- 
sioner’s camp and recommended that 
a new Section 305(b)(3)** be added 


Subchapter C, Internal Revenue Code 1954 
(December 11, 1958), at p. 14. 

“Subchapter C Advisory Group Pro- 
posed Amendments, as revised (December 
11, 1958), A Bill, Sec. 6, p. 16: “(3) if—(A) 
a distribution is made with respect to com- 

(Continued on following page) 
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to the existing statute. This section, 
in effect, removes any question on the 
matter and flatly states that in all 
situations wherein there are two classes 
of common, upon which stock will be 
distributed on one class and cash on 
the other, the entire distribution will 
be subject to taxation, that is, it does 
not come within the exemption pro- 
vided in Section 305(a). The group’s 
underlying argument is that payment 
of stock on one part of the common 
stock and in property or cash on an- 
other part of the stock results in a 
change in the proportionate interest 
of the stockholder. This may or may 
not be true depending on the circum- 
stances; it is definitely not true if the 
intent of Congress is given effect, 
that is, the test will not be used in 
the future. This is simply treating all 
of the common stock as one class and 
totally disregarding what state law 
has already decreed to be separate 
classes of stock. 


The committee admits that it has 
received some criticism on this posi- 
tion—in particular, that it goes too 
far in denying nontaxable treatment 
to stock dividends on a class of com- 
mon stock which is not exchangeable 
for common stock of a class which 
can receive dividends in cash. This 
harkens back to the Citizens Utilities 
ruling of the Secretary permitting 
tax-free treatment of two classes of 
common which were directly and easily 
interchangeable. The group’s answer 
is that if the line were drawn on 
exchangeability, there would arise the 
situation wherein the controlling share- 
holder would cause his corporation to 
recapitalize along these lines to ob- 





(Footnote 88 continued) 

mon stock of the corporation (whether of 
one or of more than one class), (B) such 
distribution is payable—(i) in its stock (or 
in rights to acquire its stock) with respect 
to a portion of such stock, and (ii) in prop- 
erty with respect to the balance thereof, and 
(C) the effect of such distribution is to 
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tain tax advantage. If this is so, where 
is the service’s fighting spirit exhibited 
in the Bagley line of cases?*® The 
group does say: 


“The advisory group recognizes that 
there are arguments against adoption 
of its proposal and that the proposal 
should not be adopted if it is desired 
as a matter of congressional policy 
to facilitate corporation financing by 
making it possible for taxpayers de- 
siring to escape the burden of the 
high-tax brackets to hold common 
stock paying regular nontaxable stock 
dividends and those desiring money 
dividends to hold a common stock 
paying regular dividends in money.” * 


However, the matter has been seem- 
ingly settled by Congress already. 
Congress has evidenced its intention 
to liberalize this field and, this being 
so, there is no question of that pur- 
pose now in issue. 


Since the group relies heavily upon 
the proportionate interest test, inter- 
esting questions will arise when a 
corporation creates two classes of 
common stock with some incidental 
change in regard to one class so as 
to bring back into focus the Wiegand 
and Tourtelot cases. Suppose the cor- 
poration creates a class A common 
stock with exactly the same rights 
as the new class B stock except class 
A shall have the first preference in 
liquidation or class A shall be non- 
voting. The courts have already made 
known their intention to disregard 
such incidental factors as far as the 
proportionate interest changes. The 
Commissioner cannot, as the advisory 
group suggests, lump these classes of 





increase the proportionate interest of the 
recipient in the assets and earnings and 
profits of the corporation.” 

* See footnote 76; CCH StranpArD FEDERAL 
TAX Reports (1959 Ed.), Vol. 2, § 2551.0811, 
2551.451, 2551.4645. 

” Advisory Group Report, work cited at 
footnote 87, at p. 16. 
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common together and argue the pro- 
portionate change argument for one 
class of stock. The stockholder would 
have good arguments that his pur- 
chase of either class was determined 
by the incidental rights inherent in 
each share.” In fact, the stock would 
be different but not to such an extent 
as to require the courts to treat the 
distribution any differently than they 
have done in the past. At the same 
time, the changes would effectively 
destroy the election theory, because 
here the regulations and the proposed 
statute assume that both classes of 
common are exactly the same. Vari- 
ous schemes can be created by in- 
genious taxpayers to defeat even the 
proposed statutory amendment.” 


Another weakness in these proposed 
regulations is their failure to specify 
any sort of limitations. The statute 
enacted by Congress no doubt was 
intended to apply on an annual basis 
under an arrangement wherein the 
stockholder each year exercises a choice 
of stock or cash. But this specious 
election provision would seemingly 
attach to the stock forevermore, rather 
like the taint of “Section 306 stock.” 
Suppose that the new stock is re- 
ceived by Mr. Smith when his old 
corporation merges or consolidates 
with the principal corporation, or sup- 
pose the stock passes through many 
hands before coming to Mr. Smith. 
Apparently, as long as this stock was 
issued under the specious election 
provision, Mr. Smith can never re- 
ceive stock dividends that will qualify 
under Section 305(a). However, can 





“It must be remembered that in this 
situation the stockholder may face possible 
“Section 306 stock” ramifications. 

“Suppose a taxpayer in a family cor- 
poration permits his corporation to redeem 
a small part of his stock in cash while the 
other stockholders remain the same. In 
effect this results in the same net relation- 
ship as though stock dividends and cash 
had been paid out. Of course, the taxpayer 


Stock Dividend 


he be held to have really made any 
sort of election in these situations 
where he has made motion at all? 
The proposed amendment to the stat- 
ute also covers original issue stock of 
new corporations and, apparently, 
covers payments made in specie for 
fractional shares. 


Summary and Conclusion 


On the whole, the proposed regula- 
tions and the suggested statutory 
addition seem to go beyond the in- 
tention and liberalization policy ex- 
hibited by Congress. The careless 
wording takes in many areas of honest 
business judgment and prevents, in 
some respects, flexibility needed for 
corporate expansion. What is the 
loophole here? Suppose that nothing 
is done in this area by regulation or 
statute. First, existing corporations 
would have to recapitalize and fight 
a possible Bazley type suit or, if the 
shares were different, wind up with 
“Section 306 stock.” Second, new cor- 
porations would have to face the diffi- 
culties of two classes of stock with 
attendant paperwork and inconven- 
ience. Third, how many of the large 
publicly held corporations need or 
desire this type of stock setup? Finally, 
when this type of stock arrangement 
is taxed, it really amounts to a return 
to taxation of stock dividends under 
the 1936 Revenue Act in the face of 
the 1954 Code. 


Taking a realistic approach, it seems 
that this type of financing will not 
become as prevalent as the Commis- 


would have to bring himself into one of the 
classes of Sec. 302, in order to obtain capi- 
tal gains treatments. Presumably he may 
qualify under Sec. 302(b)(1) pertaining to 
redemptions not equivalent to a dividend. 
On this question see Mertens, work cited 
at footnote 12, “Code Commentary,” Sec. 
302(b)(1):1; Windhorst, “Stock Redemp- 
tions and Constructive Ownership Problems,” 
33 Taxes 917 (December, 1955). 
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We in this country 

believe that the sole purpose 

of a political economy is to 

make life for people more 

decent and rewarding and free. 
We believe further that 

by giving the individual the maximum 
chance for expression, the whole 
community—whether one nation 
or many—may more nearly reach 
the goal of fulfillment 

for all its members. This is 

our objective, however imperfectly 
we may have realized 

it so far.—Secretary of the 
Treasury Robert B. Anderson. 


sioner suspects. In any event, it is 
absurd to hide behind elections, for 
example, in the case of original issue 
stock of a new corporation, as the 
Internal Revenue Service is attempting 
or desires to do, At least the advisory 
group faces the problem frankly and 
just declares this type of stock arrange- 
ment taxable. 


However, the better solution ap- 
pears to be the one suggested by the 
group but rejected by them. The most 
that needs to be done is to plug the 
Citizens Utilities case loophole of ex- 
changeability.** Certainly, if exchange 
is forbidden by the corporation itself, 
this gives credibility to the distinction 


“Haddad, article cited at footnote 60; 
and Stinson, article cited at footnote 59. 
In cases where the stockholder in a two- 
class common situation attempts to com- 
plete an “upstream” conversion to preferred, 
see Alexander and Landis, Jr., article cited 
at footnote 83, at p. 919. 

“On the burden of proof necessary and 
the hardships of this burden for reorganiza- 
tion under Sec. 354, see Cutler, “Dividends 
Arrearages,” 37 ‘Taxes 309 (April, 1959); 
for the burden with Sec. 306(b)(4) see 
Mertens, work cited at footnote 12, “Code 
Commentary,” Sec. 306(b)(4):1, p. 68; for 
the burden with Sec. 302(b)(1) see Mer- 
tens, work cited at footnote 12, “Code 
Commentary,” Sec. 302(b)(1):1 and the 
discussion on Flanagan v. Helvering, 40-2 
ustc [ 9710, 116 F. 2d 937 (CA of D. C.). 
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between the two classes, and the 
Service should honor the distinction 
created by state law. Many share- 
holders, even the high-bracket holder, 
would think twice before tying them- 
selves to stock which will only receive 
stock dividends and never cash, even 
with the prospect of capital gains 
treatment dangling before them. This 
is especially true in cases of closed 
or small family corporations where 
the stock does not have a ready out- 
side market, making sales for capital 
gains treatment difficult. Hence, at 
most, it would be desirable to provide 
for a specious election only where 
there is free exchangeability between 
the two classes of stock. 


On the other hand, if the possibility 
of tax avoidance is so great as to 
require the addition of the recom- 
mended amendment, another provision 
should be added, as Section 305(c), 
providing that this type of stock ar- 
rangement will be taxed unless the 
taxpayer can show an honest business 
motive for his action.** This is pro- 
vided for, in substance, in Section 302 
(b)(1) and, in form, in Section 306 
(b)(4), and such a provision would 
give shareholders with legitimate busi- 
ness motives of the Jackson case variety 
a chance to argue the merits. 


[The End] 


Proposed statute amendment, Sec. 305(c): 

(c) RECLASSIFICATION IN AND THE EXxist- 
ENCE OF Two CLASSES OF COMMON STOCK 
Nor in Avomance.—If it is established to 
the satisfaction of the Secretary or his 
delegate— 

(A) that the reclassification of common 
stock into two classes of similar common 
stock, or 

(B) that the original provision for and 
issue of two classes of common stock by 
a newly created corporation, 
was not in pursuance of a plan having as 
one of its principal purposes the avoidance 
of federal income tax, then the issue of 
stock with respect to one or the other of 
the two classes of common stock shall be 
treated as a distribution with respect to 
which Section 305(a) shall apply. 
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Theatrical 
Limited Partnerships 


By JOSEPH TAUBMAN 


This article takes the reader behind the stage curtain into 
the tax ramifications of the business side of the limited 
partnership, a favored device for theatrical productions. Mr. 
Taubman is a member of the bar of the State of New York. 


T WAS REPORTED by Variety that of $1 million invested in the 
1958-1959 season in off-Broadway theatrical productions, about 
$700,000 to $800,000 was lost in unsuccessful productions. Of 76 pro- 
fessional productions off Broadway during the current season, 65 lost 
part or all of their investments, four were hits, two were excluded 
from ratings and five were undetermined.’ Cost of production of 
shows on Broadway is substantially larger. However, with the con- 
traction of the number of theaters on Broadway in recent years, the 
relationship of hits to failures is bound to be better. Because of the 
competition for theaters, some of the would-be flops simply do not 
open at all on Broadway. 


Nevertheless, the success of a play is speculative in any event. 
Off Broadway, the seating capacity is limited, making recoupment of 
cost—much less profit—most difficult to obtain. On Broadway, soar- 
ing costs of investment and weekly house expense present comparable 
problems. The economics of production of road-show companies and 
of summer stock are essentially differences of degree rather than of kind. 


Consequently, investors may lose more often than gain. The lure 
of success, however, attracts investors who might not otherwise be 
interested were it not for the device of the limited partnership. In the 
event of a loss, they can deduct it in full without incurring the risks 
of unlimited liability. Since most productions are financed by more 
than ten investors, Subchapter S would not be available to permit 
an election to treat the corporation as a partnership for tax purposes. 


There are other tax reasons for the use of a limited partnership 
in the theater. It has been held that “angels,” not participating for 
profit, cannot deduct losses.* 





* Jesse Gross, “Off-B’way’s Bulging Budget,” Variety, July 29, 1959, p. 1, col. 
3. At p. 114, cols. 4-5, of the same issue, each production is classified. “Off 
Broadway” refers to professional productions in areas of New York City other 
than the theatrical center known as “Broadway.” 

*Zucia Chase Ewing, CCH Dec. 19,624, 20 TC 216 (1953), aff'd, 54-1 ustc 
{ 9424, 213 F. 2d 438 (CA-2, 1954); connected case, CCH Dec. 21,915(M). 
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The use of a loose form, such as 
a joint venture, moreover, runs the 
risk of taxability as an association, 
and even where it does so success- 
fully, it is done at the expense of 
litigation.*. The theatrical limited part- 
nership, on the other hand, is ordi- 
narily taxable as a partnership and 
not as an association. 


Nevertheless, there is a paucity of 
material covering this subject. Very 
little has been written about taxation 
of theatrical limited partnerships and 
most of what has been written has 
pertained to its classification. 


Classification 


Internal Revenue Code Section 7701 
(a)(2) defines “partnership” to include 
various types of organizations which 
are not taxable as a trust or corpora- 
tion. Section 7701(a)(3) defines “cor- 
poration” to include an association. 
The regulations thereunder state spe- 
cifically that limited partnerships may 
be classified as associations in certain 
instances and, hence, they may be 
taxable as corporations. Regulations 
Section 39.3797-6 indicates that part- 
nership associations such as that formed 
under Pennsylvania Law (Purdon’s 
Pennsylvania Statutes Annotated 
(Permanent Edition), Title 59, Chapter 
3), may be taxable as a corporation.* 


Regulations Section 39.3797-5 states: 
“A limited partnership is classified for 
the purpose of the Internal Revenue 
Code as an ordinary partnership or, 
on the other hand, as an association 





* Junior Miss Company, CCH Dec. 17,423, 
14 TC 1 (1950). 

* Barrett and Seago, Partners and Partner- 
ships, Vol. 2, p. 506 (1956): “Pennsylvania is 
also a state where a limited partnership 
association or partnership associations that 
have been formed pursuant to Title 59, 
Chapter 3, of Purdon’s Pennsylvania Stat- 
utes, Annotated, Permanent Edition, is auto- 
matically classified as an association taxable 
as a corporation,” 
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taxable as a corporation, depending 
upon its character in certain material 
respects. If the organization is not 
interrupted by the death of a general 
partner or by a change in the owner- 
ship of his participating interest, and 
if the management of its affairs is 
centralized in one or more persons 
acting in a representative capacity, it 
is taxable as a corporation. For want 
of these essential characteristics, a 
limited partnership is to be considered 
as an ordinary partnership notwith- 
standing other characteristics con- 
ferred upon it by local law.” 


In Glensder Textile Company,® Judge 
Kern stated: “The revised regulations 
. . » provide that a limited partner- 
ship organized under the Uniform 
Partnership Act may or may 
not be an association . . . depending 
upon its essential characteristics. The 
line to be drawn is one of fact.” That 
is why Barrett and Seago ° have stated 
that “any deviation from accepted 
forms of partnership agreement may 
result in classification as an associa- 
tion taxable as a corporation” and 
advised getting a ruling. 


Such a ruling was requested on 
behalf of the League of New York 
Theatres, and was granted on July 23, 
1948. In all essential respects it fol- 
lows the provisions governing limited 
partnerships of McKinney’s Consoli- 
dated Laws of New York—Partner- 
ship Law." 


Actually, the rationale for the ruling 
was spelled out in Glensder Textile 
Company,® which involved an inter- 


*CCH Dec. 12,249, 46 BTA 176 (1942), 
acq., 1942-1 CB 8. 

*Work cited at footnote 4, note 1, at 
p. 504. 

"New York has adopted the uniform 
limited partnership act, and Secs. 90-119 of 
New York’s partnership law constitute these 
provisions. 

* Cited at footnote 5. 
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pretation of New York’s limited- 
partnership law. At page 186, the 
court stated: “A limited partner’s 
interest is transferable but it is ob- 
vious from other provisions that the 
assignee does not thereby become a 
substituted limited partner, unless that 
power is reserved. It was reserved 
here; and some analogy, therefore, 
does arise between the interest of a 
limited partner and that of a corpo- 
rate stockholder in the matter of 
transferability of interest. It does 
not appear, however, that such transfers 
were contemplated, for no mechanics 
were provided for the ready transfer 
of interests through certificates rep- 
resenting shares in the partnership. 
The limited partner had the power to 
substitute an assignee, but he also 
might merely assign without substitu- 
tion. The anomalous class of assignees 
which would result in the latter case 
would bear no resemblance to a cor- 
porate stockholder’s status. We 
do not think that the transferability 
of the interest of a limited partner, 
however analogous in itself to the 
corporate stockholder’s right, can be 
taken as determinative here.” (Italics 
supplied.) 


McDonald, Dohan and Phillips have 
stated that “a mere assign without 
substitution would not have a status 
analogous to that of a stockholder.” ® 
Moss has indicated that with respect 
to a limited partnership putting on a 
show, “the limited partners are ex- 
pressly prohibited from transferring 
their interests.” *° 


Mulder and Volz* have indicated 
that inasmuch as the partners by their 
consent may confer upon an assignee 
the rights of a substituted limited 


* Federal Income Taxation of Partners and 
Partnerships (American Law Institute, 1957), 
p. 17. 

* “Angels Must Pay Taxes or the Status 
of Theaters and Shows Under the Internal 
Revenue Code,” 13 Montana Law Review 28 
(1952). 
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partner if they so desire, it is usual 
not to give a limited partner such 
power. 


In the classic theatrical limited part- 
nership, this power is not given also 
because a substitute limited partner 
would have a right under Section 108 
to inspect the books of the company. 
Since the general partner has an 
active interest in the venture—usually 
50 per cent of the profits—he does 
not act in a representative capacity. 
With the partnership terminating on 
the death or insanity of the general 
partner, none of the tests of taxability 
as a corporation is met. 


Cost Recovery 
and Distributive Share 


It is generally true that the limited 
partner need not report. his income 
until he first recovers his cost. Part- 
nership is based upon agreement of 
some sort. A limited partnership 
nonetheless arises out of agreement 
even though it must ascribe to the 
formalities provided by law, such as 
filing the certificate of partnership 
and publication." 


Code Section 704(a) provides that 
a partner’s distributive share shall be 
determined by the partnership agree- 
ment. Regulations Section 1.704-1 
(IX) states: “To be recognized for 
Federal income tax purposes, a limited 
partnership must be organized and 
conducted in accordance with the re- 
quirements of the applicable State 
limited partnership law.” The regu- 
lations also indicate that the partner- 
ship agreement will be given effect if 
it serves a valid economic purpose 
and not that of tax avoidance.** The 


"The Drafting of Partnership Agreements 
(American Law Institute, 1955), at p, 130. 

*See Rohrlich, Organizing Corporate and 
Other Business Enterprises (Revised Ed., 
1953), Sec. 4.17. 

* Regs. Sec. 1.704-1. 





provisions of theatrical limited part- 
nership agreements that the limited 
partners’ contributions are repaid be- 
fore profits set forth valid business 
reasons. A theatrical production is 
speculative. Without recovery of cost 
—that is, contribution—a limited part- 
ner might find himself paying taxes 
on paper profits because if the show 
falters and fails thereafter, he may 
never recover his investment. The 
very purpose of investment in this 
form would be defeated.** But the 
contribution is returned after setting 
aside a cash reserve and payment of 
liabilities. Moss has said that “the 
cash reserve set aside out of partner- 
ship profits for the year would fall 
into the category of undistributed 
partnership earnings, each partner 
would be taxable on his distributive 
share, and his basis would accordingly 
be increased. Furthermore, cash dis- 
tributions representing a return of the 
partner’s contributions produce no tax 
because they are a return of capital, 
but the basis of the partner’s interest 
is accordingly reduced.” ** Although 
written prior to the enactment of the 
1954 Code, Moss’s remarks remain 
valid, particularly in view of the pro- 
visions of Code Section 704(a). 


The general partner reports his 
profits in the year earned, Actually, 
the limited partner reports his profits 
in the year earned, too. Assuming the 
partnership is on a calendar-year basis, 
if earnings permit, the limited part- 
ner’s contribution is first returned, 
after provision for a sinking fund 
(amount of cash reserve stipulated in 
the agreement) and liabilities. The 
limited partner’s capital account is 
adjusted to reflect his distributive 


share of this cash reserve. Profits 
are divided—generally 50 per cent 
to the limited partners, 50 per cent 
to the general partners. Again, the 
exact percentage is governed by the 
partnership agreement. Each partner 
must include in his income tax his 
pro-rata share of the profits. Actually, 
this is no more than following Code 
Sections 701-703. By Section 701, the 
partners, and not the partnership, are 
subject to tax. The distributive share 
of each partner is computed in ac- 
cordance with the provisions of 702 
and 703, except that effect is given 
to return of contribution to the limited 
partners in accordance with the pro- 
visions of Section 704. The partners, 
general and limited, are taxable upon 
their distributive shares, as so com- 
puted, whether or not the partners 
actually receive the profits. Profits 
would increase the partner’s basis for 
his interest by the amount of his dis- 
tributive share.*® 


Another reason for this result is 
that the uniform limited-partnership 
act permits a general partner to par- 
ticipate as a limited partner with 
respect to his contribution of capital. 
A theatrical producer may come in 
as a limited partner and may limit his 
liability for his capital to the amount 
of the money he has invested. Since 
he already receives 50 per cent of the 
profits as a general partner, it is to 
his interest to receive an additional 
percentage for his capital investment 
from the other 50 per cent. His money 
would not be subject to the risks of 
unlimited liability as a general partner. 


Moreover, the agreement usually 
provides that the general partner will 
be reimbursed for expenses incurred 





“See Taubman, The Joint Venture and 
Tax Classification (1957), Ch. XII, “Theatri- 
cal Business Organization,” pp. 328-342, and 
“Motion Picture Co-Production Deals and 
Theatrical Business Organization,” 11 Tax 
Law Review 113, 303 (1956). 
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* Work cited at footnote 10, note 7 at 
p. 38. 
* See Code Sec. 705. 
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prior to formation of the limited 
partnership necessary and incidental 
to the organization of it. The general 
partner will also receive payments for 
office overhead of the company stipu- 
lated in the agreement, as no more 
than “X” or “Y” dollars a month. 
Hence, it would appear that the gen- 
eral partner’s interest is not set forth 
with a value therefor. Otherwise, this 
might constitute income to the pro- 
moter as general partner. He there- 
fore foregoes basis for his interest 
and thereby receives profits on his 
interest without any return of capital 
before receiving income on his dis- 
tributive share. The limited partner’s 
interest, on the other hand, upon re- 
turn of his contribution takes an ad- 
justed basis reduced by the amount 
of money distributed to him.*’ 


Basis and Assignment 


Code Section 742 provides that the 
basis of an interest in a partnership 
acquired other than by contribution 
shall be determined under the basis 
rules of Code Sections 1011 and fol- 
lowing. The basis to the buyer would 
presumably be his cost. Section 108 
of the partnership law of New York 
provides as follows: 


“(1) A limited partner’s interest is 
assignable. 


“(3) An assignee, who does not 
become a substituted limited partner, 
has no right to require any informa- 
tion or account of the partnership 
transactions or to inspect the partner- 
ship books; he is only entitled to 
receive the share of the profits or 
other compensation by way of income, 
or the return of his contributions, to 
which his assignor would otherwise 
be entitled.” 


Section 113(b) of this act provides 
that the certificate of limited partner- 
ship is to be amended when a person 
is admitted as a substitute limited. 
partner. By Section 114(b), the amend- 
ment is to be signed and acknowledged 
by all partners and the substituting 
partner and the assigning limited part- 
ner. This procedure is cumbersome 
and expensive. 


In a sense, however, this creates an 
anomalous situation with respect to 
an assignee who does not become a 
substituted limited partner. The as- 
signee merely steps into the shoes 
of the assignor with respect to the 
assignor’s interest in the partnership. 
The assignee does not thereby tech- 
nically become a limited partner. The 
court pointed out in Cohen v. Hughes: 
“Resort to equity is necessary in order 
to compel defendant to execute an 
assignment of the remaining capital 
so that plaintiff may step into the 
shoes of the defendant.”** In that 
case, the defendant had invested the 
plaintiff’s funds in the former’s capac- 
ity as limited partner sharing profits 
with the plaintiff after payment of 
6 per cent interest to him. On this 
motion, the plaintiff was held to state 
a good cause of action for assignment 
of the defendant’s interest in the 
limited partnership. 


A purchaser, then, acquires a part- 
nership interest by assignment. His 
basis is his cost. He steps into the 
shoes of his assignor. By virtue of 
Section 108(3) of the partnership law 
of New York, he is entitled to a re- 
turn of the contribution of the assignor 
if the latter is otherwise entitled to 
it. If the contribution is less than his 
cost, it would serve to reduce his 
basis to that extent. His basis would 
increase by the amount of the dis- 
tributive share of the assignor at- 





* Code Sec. 733(1) 
“38 N. Y. S. 2d 874, 877 (S. Ct., Spec. 
Term, N. Y. Co., 1942), aff'd 266 App. Div. 
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658, 41 N. Y. S. 2d 210, aff'd, 291 N. Y. 698, 
52 N. E. 2d 591. 
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tributable to him as profits and would 
be reduced by the amount of the 
losses attributable to the assignor. 


The anomaly is that the assignee’s 
basis, as such, would not be reflected 
in the books of the partnership, since 
it is of no concern to the partnership 
what the assignee-purchaser pays the 
original limited partner-seller for his 
interest. Upon analysis, neither do 
the books of a corporation show the 
consideration paid by a transferee for 
shares of a stockholder in the absence 
of a buy-sell or other agreement. 

Code Section 741 provides that sale 
or exchange of an interest in a part- 
nership shall be considered as gain 
from sale or exchange of a capital 
asset except as provided in Section 
751. An interest in a partnership is 
an aliquot part of the whole. There- 
fore, sale of a partial interest repre- 
sents merely sale of a lesser interest, 
but an interest nevertheless. 


Code Section 751 subjects amounts 


received by a transferor partner to 
treatment as ordinary income to the 
extent that it represents unrealized 
receivables or inventory items which 


have appreciated substantially in 


value. It is submitted that the box- 
office potential of a smash hit consti- 
tutes neither, so that Code Section 
751 does not apply. There are no un- 
realized receivables. The future value 
of the production is speculative and 
uncertain, and the production cannot 
be considered an inventory item in 
the nature of stock in trade, since the 
company is usually formed to produce 
one play. 


However, Code Section 706(c) (2) 
(A) provides that where a partner 
sells or exchanges his entire interest 
in a partnership, his taxable year shall 
close and, by subsection (B), upon 
sale or exchange of a partial interest 
shall close pro rata. This means that 
so much of the interest of the selling 
partner as constitutes his distributive 
share for that closed taxable year 
shall be treated as income to the trans- 
feror. This would serve to increase 
his basis upon sale of the interest. 
Except for the operation of this sec- 
tion, the sale of the partner’s interest 
would be reportable as a capital gain. 
This would be true of original part- 
ner and substituted partner. 


[The End] 


STATE TAX TAKE DOUBLES IN DECADE 


States collected $15.8 billion in taxes in fiscal 1959, twice 
as much as in 1950, the United States Department of Commerce 
has revealed in its pamphlet State Tax Collections in 1959. The 
1959 total was up 6.1 per cent from 1958’s $14.9 billion. 

With the exception of corporation net income taxes and 
death and gift taxes, all categories of taxation registered an 
increase. While corporation net income taxes fell from fiscal 
1958, the decline was more than made up for by the rise in 
individual income taxes from $1,544 million to $1,778 million. 
The rise in receipts from individual income taxes was the 
greatest among the various categories. Percentagewise, the 
greatest jump was registered by the sales taxes on insurance, 
with revenues spurting 20.4 per cent ahead of fiscal 1958. Gen- 
eral sales and gross receipts taxes increased 5.3 per cent to 
$3,694 million and were the states’ best sources of revenue. 

California and New York led all states in total taxes col- 
lected. California collected $1,813 million (up $139 million) ; 
New York received $1,586 million (up $85 million). 
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The Installment Basis for Dealers 
in Personal Property 
By JOSEPH M. MERO 


This article points up the taxwise use of the installment basis of 

accounting by dealers who regularly sell personal property on credit. The 
handling of unrealized gross profit, bad debt reserves, repossessions 

and installment receivables is discussed. Reference is made to decisional, 
as well as administrative, interpretations in this area. The author is 

vice president and comptroller of Sachs Quality Stores, Inc., New York City. 


HEN PERSONAL PROPERTY is sold on the installment plan 

by a dealer who regularly makes such installment sales, the gross 
profit therefrom may be reported under the installment method of 
accounting authorized by Section 453(a) of the 1954 Code (unchanged 
from Section 44(a) of the 1939 Code and prior revenue acts since that 
of 1928) 


The basic rule of the installment method is that the dealer-tax- 
payer may return the gross profit from an installment sale (that is, the 
sale price, including finance charge, less the purchase cost of the goods 
sold) over one or more taxable years, in the same proportion that the 
payments collected during any taxable year bear to the total contract 
price. 


However, because the taxpayer has the option of spreading the 
tax over the period of the installments, he must take the risk that the 
rate of tax may change; and so the income is subject to tax at the rates 
in effect in the taxable years in which the installment income is to 
be reported. 


Some of the early cases refer to the installment method as a “cash 
basis” of accounting, but this characterization is incorrect. Normally, 
the installment method used by a dealer in personal property is a 
hybrid accrual basis of accounting. Inventories ordinarily are in- 
volved in the case of such a dealer, so the accrual basis is necessary 
for a proper determination of gross profit; only after the percentage 
of gross profit has been arrived at, can a calculation be made of the 
amount of gross profit to be deferred under the installment method. 
All other items of revenue and expense entering into the computation 
of taxable income are determined on the straight accrual basis. 


In an early and important case on the installment method, Blum’s, 
Inc.,. one of the issues was the Commissioner’s contention that the 








‘CCH Dec. 2633, 7 BTA 737. 
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amount of profit which could be de- 
ferred for tax purposes was to be 
calculated by use of a net profit per- 
centage arrived at after deducting ex- 
penses of selling, advertising, collection, 
delivery, warehousing, administration, 
etc. This viewpoint was rejected by 
the Board of Tax Appeals. Originally, 
the applicable statute (Section 212(d) 
of the Revenue Act of 1926) employed 
the expression “total profit” to de- 
scribe the factor to be used in calcu- 
lating the amount of profit to be 
deferred; but Section 44(a) of the 
Revenue Act of 1928 changed this to 
read “gross profit,” and the latter 
words have been employed in the 
statutory language ever since. 


Eligibility and Elections 

A tax-reporting entity which regu- 
larly sells personal property on the 
installment plan can adopt the install- 
ment basis in its first return, under 
the authority of Section 453(a) of the 
1954 Code. 


Likewise, a qualified taxpayer can 
change its accounting method for re- 
porting income from the accrual basis 
to the installment basis without the 
necessity of obtaining the Commis- 
sioner’s permission. However, the 
statute, in Section 453(c), specifically 
outlines the terms which now govern 
such a change in method. The prob- 
lems incidental to the change, and 
their historical background, are dis- 
cussed below. 


“The system of making sales, as in 
conditional sales, for a sum made pay- 
able in portions at stated intervals, is 
often called the installment plan” 


* Marshall Brothers Lumber Company, CCH 
Dec. 4483, 13 BTA 111, rev’d and rem’d 
pursuant to stipulation without opinion, 
1931 CCH $9291, 51 F. 2d 1081 (CA-6); 
E. P. Greenwood, CCH Dec. 9505, 34 BTA 
1209; Fifty East Seventy-Fifth Street Cor- 
poration v. Commissioner, 35-2 ustc { 9459, 
78 F. 2d 158 (CA-2); Davenport Machine 
and Foundry Company, CCH Dec. 18,894, 18 
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(Webster’s New International Dic- 
tionary). In Black’s Law Dictionary, 
Fourth Edition, installments are de- 
fined as follows: “Different portions 
of the same debt payable at different 
successive periods as agreed.” 


Whether a business “regularly” en- 
gages in sales on the installment plan 
is a question of fact, and some of the 
factors looked into are the frequency 
of installment sales, the number of 
installment sales, the percentage 
which installment sales bear to total 
sales, the general holding out to the 
public that sales would be made on 
the installment plan, the general 
knowledge throughout the trade that 
such situation exists, and the contem- 
plation that the installment business 
continue for a substantial period of 
time.’ 


The installment provisions do not 
require that title pass when the initial 
payments are made under an install- 
ment sale, but permit the income from 
such transactions to be reported as it 
is received, regardless of whether title 
has or has not passed at that particu- 
lar time. Notes of the purchaser are 
not includable in income.* 


The fact that the dealer also sells 
on the cash basis is only one element 
to be considered along with the other 
circumstances. A dealer may report 
on an installment basis as to a part 
of his business, if sales as to that part 
of the business are regularly made on 
the installment plan.* 


If the taxpayer does a cash and 
charge or open-account business, as 
well as an installment business, while 
the installment sales can be returned 


TC 39; Louis Greenspon et al., CCH Dec. 
20,629, 23 TC 138. 

* Charles J. Derbcs v. Commissioner, 1934 
CCH 9202, 69 F. 2d 788 (CA-5), aff’g 
CCH Dec. 7204, 24 BTA 276. See Reg. Sec. 
1.453-2(a). 

* John Wanamaker, Philadelphia, CCH Dec. 
6759, 22 BTA 487, aff’d, 3 ustc J 1017, 62 F. 
2d 401 (CA-3), cert. den., 289 U. S. 738. 
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on the installment basis, the cash and 
charge or open-account sales are to 
be reported separately as completed 
transactions, the entire gross profit 
from which is to be returned in the 
taxable year when such cash and 
charge or open-account sales were 
made.® 


Where a taxpayer has elected on a 
return to report income from install- 
ment sales on one basis (whether it 
be the accrual or the installment 
method), he cannot, after expiration 
of the time within which the return 
is to be made, have his tax liability 
computed and settled according to the 
other method. By reporting income 
from installment sales according to 
one of the two methods, the taxpayer 
makes an election that is binding upon 
him and the Commissioner.® 


The installment basis is a permis- 
sive method available to the taxpayer 
at his election if he is qualified under 
the statute to use it; the Commis- 
sioner has no authority to impose the 
use of the installment basis upon a 
taxpayer as the method for determin- 
ing the tax.’ However, where the 
taxpayer has accepted the Commis- 
sioner’s treatment of a sale as an install- 
ment basis transaction, the taxpayer’s 
action constitutes an election, and he 
may not, after the expiration of the 
statutory assessment period, claim 
that the tax was payable originally on 
a completed transaction basis.* 


Change from Installment Method 
to Accrual Method 


If a taxpayer desires to change from 
the installment to the accrual basis, 


5O. D. 23, 1 CB 75; Rev. Rul. 54-111, 
1954-1 CB 76. 

* Pacific National Company v. Welch, 38-1 
ustc { 9286, 304 U. S. 191, aff’g 37-2 ustc 
9445, 91 F. 2d 590 (CA-9); Marks v. U. S., 
38-2 ustc J 9445, 98 F. 2d 564 (CA-2); Elm- 
wood Corporation v. U. S., 39-2 ustc J 9758, 
107 F. 2d 111 (CA-5), cert. den., 309 U. S. 
675. 
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the consent of the Commissioner must 
be secured and an application for per- 
mission to make the change must be 
filed within 90 days after the begin- 
ning of the taxable year to be covered 
by the return for the year of change.°® 
Section 39.41-2(e) of Regulations 
118 under the 1939 Code stated that 
if permission were granted, the tax- 
payer would be required to report as 
additional income in the first accrual 
basis return all of the gross profit (not 
previously reported) pertaining to 
outstanding installment receivables at 
the beginning of the taxable year of 
change. While this, presumably, is 
still the general rule, it is now sub- 
ject to Section 481 of the 1954 Code, 
which provides both a _ three-year 
averaging device (Section 481(b)(1)) 
and an alternative throw-back com- 
putation (Section 481(b)(2)) where 
taxable income is increased by over 
$3,000 in the year of change as a re- 
sult of the adjustment required by the 
change in accounting method. 


Change from Accrual Method 
to Installment Method 


The early history of the installment 
basis is a record of conflict and con- 
fusion over the question of whether 
a change from the accrual basis to the 
installment basis was to be accom- 
plished under the so-called double tax 
rule or under the single tax rule. 


Under the double tax rule, which 
appeared in the 1939 Code as Section 
44(c), no installment payments re- 
ceived in the taxable year could be 
excluded in computing the gross 
profit to be reported, on the ground 
that they were received under a sale 


*Max Viault et al. CCH Dec. 9736, 36 
BTA 430. 

* Louis Werner Saw Mill Company v. Hel- 
vering, 38-1 ustc J 9157, 96 F. 2d 539 (CA of 
D. C.), aff’g on this issue CCH Dec. 7585, 
26 BTA 141. 

*See Regs. Sec. 1.446-1(3). 





the total profit from which had been 
returned as income during any tax- 
able year prior to the change to the 
installment basis. 


Under the single tax rule, if the 
profit from an installment sale had 
been fully returned in a taxable year 
when the taxpayer reported on the 
accrual basis, collections from that 
sale in a subsequent year when the 
taxpayer had changed to the install- 
ment basis were not again to be sub- 
jected to tax. 


Prior to the enactment of the Rev- 
enue Act of 1926, there was no ex- 
press statutory authorization for 
reporting profits on the installment 
basis. However, the _ installment 
method was first recognized by Article 
117 of Regulations 33 (Revised), 


promulgated January 2, 1918, although 
no specific provision was made for the 
application of either the single tax 
rule or the double tax rule. This was 
followed by Regulations 45, Article 


42, promulgated April 17, 1919, which 
expressly authorized the double tax 
rule. The double tax rule was re- 
peated in the second edition of Regu- 
lations 45, promulgated December 29, 
1919, but T. D. 3082,?° issued October 
20. 1920, amended the regulations by 
authorizing the application of the 
single tax rule. 


When the 1920 edition of Regula- 
tions 45 was promulgated on January 
28, 1921, Article 42 was altered to 
incorporate the single tax rule. This 
situation continued until early in 1925, 
when there came before the Board of 
Tax Appeals, for the first time, the 
question of the validity of ascertain- 
ing income in accordance with an 
installment basis. In B. B. Todd, 
Inc.,* the board held that the rev- 
enue acts did not permit adoption of 


* 3 CB 107. 

™ CCH Dec. 282, 1 BTA 762. 

"H. B. Graves, Inc. CCH Dec. 313, 1 
BTA 859; Hoover-Bond Company, CCH Dec. 
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the installment basis, and it criticized 
the exclusion under the single tax 
rule, during the transition period, of 
installment payments received from 
contracts made during taxable years 
when the taxpayer was on the accrual 
basis. Other BTA decisions followed 
to the same effect.?? 


To bring statutory order out of this 
chaotic condition, Sections 212(d) 
and 1208 were enacted in the Revenue 
Act of 1926. Section 212(d), insofar 
as it related to dealers regularly sell- 
ing personal property on the install- 
ment plan, permitted them to “return 
as income therefrom in any taxable 
year that proportion of the install- 
ment payments actually received in 
that year which the total profit, real- 
ized or to be realized when payment 
is completed, bears to the total con- 
tract price.” Except for the substitu- 
tion of the words “gross profit’ for 
“total profit,” this language was re- 
peated in Section 44(a) of the Rev- 
enue Acts of 1928, 1932, 1934, 1936 
and 1938, in the 1939 Code, and in 
Section 453(a) of the 1954 Code. 


Section 1208 of the 1926 act made 
Section 212(d) retroactive, commen- 
cing with the Revenue Act of 1917. 
Although the Revenue Act of 1926 
still failed to provide specifically for 
the double tax rule, the conference 
committee report indicated that the 
double tax rule was to be followed in 
settling all cases under prior acts and 
under the 1926 act. The Bureau so 
construed the statute in T. D. 3921, 
and this was followed in Article 42, 
Regulations 69, promulgated August 
28, 1926. This position was upheld by 
the BTA in Blum’s, Inc., and in War- 
ren Reilly.™* 


In order finally to settle the uncer- 
tainty over the double tax and single 


340, 1 BTA 929; Dennis, Weaver & Wells, 
CCH Dec. 890, 2 BTA 977. 

™V-2 CB 24. 

*CCH Dec. 2772, 7 BTA 1327. 
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tax rules, Section 44(c) was enacted 
in the Revenue Act of 1928, expressly 
providing for the double tax rule dur- 
ing the period of transition involved 
in a change from the accrual to the 
installment basis. Section 44(c) con- 
tinued unchanged in the law until the 
enactment of the 1954 Code. The lead- 
ing case upholding the constitution- 
ality of the double tax rule was John 
M. Brant Company v. U. S.® 


In the 1954 Code, Section 453(c) 
prescribes a new set of rules for the 
change from the accrual to the install- 
ment basis. Subsection 453(c) (1) starts 
by stating, as the “general rule,” the 
same double tax rule that was em- 
bodied in old Section 44(c), but then 
goes on to provide that the tax so 
determined shall be reduced by an ad- 
justment, which is to be computed in 
accordance with Section 453(c)(2) 
and (3). 


Section 453(c)(2) provides that the 
reduction is the tax attributable to the 
item in the prior year (on the accrual 
basis), but not in excess of the tax 


attributable to the item in the year in 
which it is includable a second time 
under the double tax rule (on the in- 
stallment basis). Section 453(c) (3) 
defines the tax attributable to the 
item as that percentage of the entire 
tax for the year, which the gross profit 
from installment sales bears to the 
gross income. 


A series of three exhibits illustrat- 
ing a sample corporate computation 
under Section 453(c) appears below. 
Exhibit I contains four annual income 
statements on the accrual basis; the 


federal income tax for Year 4 on the 
accrual basis is $379,300. 


Exhibit II consists of an income 
statement for Year 4 on the install- 
ment basis. It assumes gross profit 
realizations in Year 4 from collections 
under installment sales of Years 4, 
3, 2 and 1 to the extent of 50 per cent, 
35 per cent, 10 per cent and 5 per cent, 
respectively, of the total gross profits 
on the installment sales of these four 
years. The federal income tax for Year 
4 on the installment basis under the 
double tax rule is $360,372. 











Exhibit | 
Accrual Basis 
Year 1 Year 2 Year 3 Year 4 
Cash sales $1,000,000 $1,050,000 $1,100,000 $1,150,000 
Wet OF SON... caer a. cl ect 550,000 577,500 605,000 32,500 
Gross profit (Cash sales) ..$ 450,000 $ 472,500 $ 495,000 $ 517,500 
Installment sales $3,000,000 $3,100,000 $3,200,000 $3,300,000 
Finance charge . .. 210,000 217,000 224,000 231,000 
ORME ge. ere a Ce .. .$3,210,000 $3,317,000 $3,424,000 $3,531,000 
Re. Or Ns is eS .. 1,650,000 1,705,000 1,760,000 1,815,000 
Gross profit (installment sales) $1,560,000 $1,612,000 $1,664,000 $1,716,000 
Other income 40,000 35,500 41,000 36,500 
Gross income $2,050,000 $2,120,000 $2,200,000 $2,270,000 
Deductions . 1,380,000 1,430,000 1,480,000 1,530,000 
Taxable income $ 670,000 $ 690,000 $ 720,000 $ 740,000 
Federal income tax $ 342,900 $ 353,300 $ 368,900 $ 379,300 
*5 ustc J 1481, 40 F. 2d 126 (Ct. Cls.), 
cert. den., 282 U. S. 888. 
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Exhibit Il 
Year 4—Installment Basis 


Gross profit, cash sales .........$ 517,500 
Gross profit, installment sales: 

Collections: Year 4 sales ... 858,000 

Year 3 sales . 582,400 

Year 2 sales . 161,200 

Year 1 sales . 78,000 

Other income 36,500 

Gross income ; ... .$2,233,600 

Deductions e . 1,530,000 

Taxable income .$ 703,600 


Federal income tax (unadjusted) $ 360,372 


Exhibit III shows the computation 
of the adjusted tax under Section 453 
(c) for Year 4 if the taxpayer had 
elected for that year to change from 
the accrual method to the installment 
method. The federal income tax for 
Year 4 on the installment basis, after 
adjustment under Section 453(c), is 


$227,814. 
Exhibit Ill 
Computation of Section 453(c) 
Adjustment 


(A) 
Tax Attributable to Prior 
Inclusion 


582,400 


2,200,000 
161,200 


2,120,000 
78,000 


2,050,000 


(B) 
Tax Attributable to Second 
Inclusion 


582,400 
2,233,600 
161,200 
2,233,600 
78,000 
2,233,600 


* B. B. Todd, Inc., cited at footnote 11; 
L. S. Weeks Company, CCH Dec. 2188, 6 
BTA 300; Redlick-Newman Company, CCH 
Dec. 2928, 8 BTA 719; (Mrs.) C. H. Robin- 
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Year 3 item x 368,900 = 97,658 


Year 2 item x 353,300 = 26,864 


Year 1 item x 342,900 = 13,047 


Year 3 item x 360,372 = 93,965 


Year 2 item x 360,372 = 


26,008 


x 360,372 = 12,585 


Year 1 item 
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Adjusted Tax for Year 4 


(Under Installment 
Basis) 





Tax before adjustment $360,372 
Reduction per Section 453(c)— 
lower of (A) or (B): 
For Year 3 item $93,965 
For Year 2 item 26,008 
For Year 1 item 12,585 
132,558 
Tax after adjustment ...++ $227,814 


A similar adjustment under Section 
453(c) is to be made for each year 
subsequent to Year 4 (the year of 
change), until collections have been 
completed on sales of Years 1, 2 and 
3 and the gross profit realized thereon 
has been included for Section 453(c) 
adjustment purposes. 


Unrealized Gross Profit 


If the statute were literally fol- 
lowed, it would be necessary to deter- 
mine the gross profit to be reported 
for the taxable year by applying to 
the installment payments received 
during such year the respective gross 
profit percentages realized in the years 
when the original sales (against which 
such payments are made) were con- 
summated. However, the BTA often 
stated that the installment provisions 
do not require the taxpayer’s books 
to be kept in any particular manner; 
the statute is satisfied if adequate data 
is available from the books of account 
to permit an accurate computation of 
gross profit to be reported from in- 
stallment sales.'* 

A simplified method of arriving at 
the reportable gross profit is used in 
installment accounting. It involves 
the concept of “unrealized gross prof- 
it,” a term signifying the amount of 
gross profit applicable to the install- 
ment accounts receivable. The gross 


son, CCH Dec. 2975, 8 BTA 972; Grand 
Rapids Show Case Company, CCH Dec. 4188, 
12 BTA 1024. 
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profit contained in the year-end balance 
of the installment accounts receivable 
comprises the amount of unrealized 
gross profit to be deferred for tax 
purposes under Code Section 453(a). 


The proper amount of gross profit 
to be returned for tax purposes under 
the installment method is obtainable 
by (1) determining the gross profit 
on total sales of the taxable year 
(cash, open account and installment) 
according to the accrual method of 
accounting, (2) adding thereto the 
unrealized gross profit on installment 
accounts receivable at the beginning 
of the taxable year and (3) subtract- 
ing from such sum the unrealized 
gross profit on installment accounts 
receivable at the close of the taxable 
year. This formula is generally util- 
ized by installment basis taxpayers 
and was approved by the BTA in 
Warren Reilly, Grand Rapids Show 
Case Company"’ and S. Davidson & 
Brothers, Inc.'* 


It is highly important, in calculat- 
ing the unrealized gross profit, to age 
the outstanding installment receiv- 
ables by years of origination and to 
apply to the installment receivables 
of each such year the respective gross 
profit rate realized on the sales made 
during that year. In Abraham & 
Straus, Inc.,'° a taxpayer who applied 
a single gross profit rate (that of the 
taxable year) to all of the installment 
receivables was denied the use of the 
installment basis. 


If a taxpayer does not keep his 
books so that separate gross profit 
rates for installment sales and for cash 
sales, respectively, are determinable 
for each year, it is permissible to use 
a composite gross profit rate for each 
year, based upon all sales of that 


year.” However, wholesale sales made 
at a materially different rate of gross 
profit should not be included with 
retail (cash and installment) sales as 
to do so would distort the computa- 
tion of unrealized gross profit.*! 


In calculating the rate of gross prof- 
it, the finance or credit service charge 
should be considered as part of the 
selling price.** 


In the installment business, a customer 
may continually add new purchases 
to his account and make installment 
payments against the total commingled 
balance. The aging of such outstand- 
ing receivables is covered in common- 
sense fashion by an early ruling,” 
which states that in cases of continuous 
accounts, the cash payments received 
should be allocated in accordance 
with the generally recognized prin- 
ciple of law covering such cases, 
namely, that failing application by the 
vendee, the cash payments should be 
applied to the earliest items of the 
account, 


Accounting Treatments 


A considerable body of litigation 
developed on the question of whether 
unrealized gross profit is includable 
in “earnings and profits” (the latter 
term being considered in the sense 
in which it is referred to in the Inter- 
nal Revenue Code). An understand- 
ing of the problems involved will be 
facilitated by the following review 
of various accounting treatments em- 
ployed for the handling of unrealized 
gross profit. It must be borne in 
mind that dealers who return their 
income on the installment basis for 
tax purposes, nevertheless, generally 
use the straight accrual basis of ac- 
counting in the presentation of their 





* Cited at footnote 16. 

* CCH Dec. 6531, 21 BTA 638. 

*® CCH Dec. 6622, 21 BTA 1145. 

” Blum’s, Inc., cited at footnote 1; Mayer & 
Company, CCH Dec. 3243, 9 BTA 815. 
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* Kay-Jones Furniture Company, Inc., CCH 
Dec. 21,198(M), 14 TCM 944. 

= Anderson & Company, CCH Dec. 2309, 
6 BTA 713. 

*O. D. 815, 4 CB 88. 
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reports to stockholders and credit 
agencies. 


Type A accounting treatment.— 
Here the entire unrealized gross profit 
is classified as a deduction from in- 
stallment accounts receivable on the 
balance sheet. This treatment, there- 
fore, states the net installment receiv- 
ables at their tax basis. Net income 
is determined as follows: (1) Profit 
(before federal income tax) on the 
installment basis, (2) minus federal 
income tax on profit on the install- 
ment basis, (3) results in net income 
on the installment basis. This Type 
A treatment, with its complete segre- 
gation of unrealized gross profit from 
earned surplus, is not seen in the pub- 
lished statements of installment deal- 
ers. However, this is the treatment 
to be employed in the preparation of 
a proper “tax purposes” balance sheet 
under the installment basis, and hence 
represents the correct treatment to 
be utilized for Schedule L of the cor- 
poration income tax return (Form 


1120). 


Type B accounting treatment.— 
Here the unrealized gross profit is 
separated into two portions: (1) One 
part comprises the estimated federal 
income tax and state income or fran- 
chise tax which will be payable upon 
collection of the unrealized (and there- 
tofore untaxed) gross profit; and (2) 
the other part comprises the remainder 
of the unrealized gross profit after 
deduction of such tax provision. Part 
(1) is usually placed below the cur- 
rent liabilities section on the balance 
sheet, with a caption such as “Con- 
tingent and Deferred Provision for 
Federal and State Income Taxes” or 
“Reserve for Estimated Taxes Pay- 
able on Unrealized Gross Profit”; 
part (2) is added to earned surplus 
and is not separately identified on the 
balance sheet. Net income is deter- 
mined as follows: (1) Profit (before 
federal income tax) on the accrual 
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basis, (2a) minus federal income tax 
on profit on the installment basis, 
(2b) minus the increase (or plus the 
decrease) in the reserve for estimated 
taxes payable on unrealized gross 
profit, (3) results in net income on 
the accrual basis. This Type B treat- 
ment is generally used by the larger 
installment dealers and represents 
good accounting practice in the pres- 
entation of unrealized gross profit in 
statements issued to the public. 


Type C accounting treatment.— 
Here the entire unrealized gross profit 
is added to earned surplus and is not 
separately identified on the balance 
sheet. Net income is determined as 
follows: (1) Profit (before federal in- 
come tax) on the accrual basis, (2) 
minus federal income tax on profit 
on the installment basis, (3) results 
in net income on a hybrid basis. The 
Type C treatment occasionally ap- 
pears in the statements of installment 
dealers. This method of presentation 
is of doubtful validity in view of its 
failure to provide for the contingent 
tax liability on unrealized gross profit. 
Since the income statement presents 
a profit (before federal income tax) 
on the accrual basis, from which there 
is deducted the federal income tax 
computed upon what may be a ma- 
terially different figure (that is, profit 
on the installment basis), the result- 
ing net income may be so distorted 
as to be misleading. 


Early Cases on Unrealized Gross Profit 


The question of the treatment of 
unrealized gross profit in the deter- 
mination of earnings and profits under 
federal income tax law first arose in 
World War I invested capital cases. 
In S. M. 632, of November 23, 1918, 
the Treasury Department had held 
that the unrealized gross profit con- 
tained in installments unpaid at the 
beginning of the taxable year must 
be excluded from surplus and un- 
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divided profits in computing invested 
capital for excess profits tax purposes. 

The cases concerned with this ques- 
tion under the tax laws applicable to 
the World War I period reveal great 
unanimity in establishing the rule 
that under the installment method, 
the unrealized gross profit on install- 
ment sales made prior to the taxable 
year should be excluded from surplus 
at the beginning of the year, for the 
computation of invested capital for 
the taxable year. This principle ap- 
plied even where the taxpayer had 
changed from the accrual basis to the 
installment basis and had returned in 
full the profits of the prior years while 
on the accrual basis.** 


The last of this series of decisions 
was handed down in 1931, and, ap- 
parently, no more cases involving un- 
realized gross profit were decided 
until 1943. In order properly to un- 
derstand why the issue arose again, 
after the above-mentioned decisions 
had consistently and repeatedly held 
that unrealized gross profit was not 
includable in earnings and profits, it 
is necessary to review briefly the de- 
velopment of the tax concept of “earn- 
ings and profits” during the interven- 
ing years. 


Background of 1939 Code Section 11 5(I) 
(1954 Code Section 31 2(f)) 


Although the term “earnings and 
profits,” having appeared in connec- 
tion with the definition of dividends, 
had long been used in the revenue acts 
which preceded the 1939 Code, it was 
never defined by statute until 1940. 
The Commissioner had attempted, to 


* Blum’s; Inc., cited at footnote 1; New 
England Furniture & Carpet Company, CCH 
Dec. 3117, 9 BTA 334; Green Furniture Com- 
pany, CCH Dec. 4625, 14 BTA 508; J. B. 
Bradford Piano Company, CCH Dec. 4981, 
15 BTA 1045; Jacob Brothers Company v. 
Commissioner, 5 ustc J 1480, 50 F. 2d 394 
(CA-2), aff’g in part and rev’g in part CCH 
Dec. 5862, 19 BTA 59; John M. Brant Com- 
pany v. U. S., cited at footnote 15; S. David- 
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some extent, to deal with the problem 
by regulation. Article 115-1 of Regu- 
lations 86 (under the 1934 act) and 
Article 115-3 of Regulations 94 (under 
the 1936 act) and Regulations 101 
(under the 1938 act) contained the 
sentence: “Gains and losses within 
the purview of section 112 or cor- 
responding provisions of prior Acts 
are brought into the earnings and 
profits at the time and to the extent 
such gains and losses are recognized 
under that section.” However, the 
Board of Tax Appeals and certain of 
the circuit courts had held, in several 
decisions involving distributions to 
stockholders, that gains which had 
been tax-free under the reorganization 
provisions of Section 112 were, never- 
theless, includable as part of corpo- 
rate earnings and profits. See Com- 
missioner v. F. J. Young Corporation.*® 


Despite these decisions, the Com- 
missioner continued to maintain his 
position by repeating the regulation, 
as indicated above, until Congress 
finally enacted the substance of the 
regulation as part of Section 501 of 
the Revenue Act of 1940. Section 501 
added Sections 115(1) and 115(m) to 
the 1939 Code, with retroactive ap- 
lication to all prior revenue acts. (Sec- 
tion 115(1) has been carried forward 
into the 1954 Code as Section 312(f).) 


The question involved in these divi- 
dend cases was finally reviewed by the 
Supreme Court in Commissioner v. 
W heeler.** In this proceeding, the Ninth 
Circuit Court of Appeals, reversing 
the Tax Court, had held that the re- 
troactive provisions of Section 501 of 


son & Brothers, Inc., cited at footnote 18; 
Standard Computing Scale Company v. U. S., 
5 ustc § 1483, 52 F. 2d 1018 (Ct. Cls.). 

* 39-1 ustc J 9424, 103 F. 2d 137 (CA-3). 
See, also, other cases cited at p. 645 of 
Estate of John H. Wheeler, CCH Dec. 13,005, 
1 TC 640. 

* 45-1 ustc § 9235, 324 U. S. 542 (1945), 
rev’g 44-1 ustc {[ 9329, 143 F. 2d 162 (CA-9), 
rev’g Estate of Wheeler, cited at footnote 25. 
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the 1940 act were unconstitutional as 
applied to Section 112(b)(7) of the 
1938 act. The Supreme Court reversed 
the circuit court and declared that a 
conclusion as to unconstitutionality 
was not warranted since the Commis- 
sioner’s position could be upheld on 
the basis that his regulation (see the 
above-quoted sentence from Article 
115-3 of Regulations 101) was, and 
had been, valid, and, therefore, was 
effective for determination of de- 
ficiency against the taxpayer without 
the necessity of invoking the question 
of retroactivity of the 1940 amendment. 


Shenandoah Case 


With the foregoing brief back- 
ground to the addition of Section 
115(1) to the 1939 Code, we can re- 
turn to the issue of the includability 
of unrealized gross profit in earnings 
and profits, which reappears in 1943 
in Commissioner v. Shenandoah Com- 
pany.*” A Florida corporation was or- 
ganized in 1935 with a capital of $500. 
It acquired and subdivided a tract 
of land, sold the lots, elected to report 
the gross profit therefrom on the in- 
stallment basis under Section 44(b) 
of the 1939 Code. At the end of its 
fiscal year, which terminated on June 
30, 1937, it had accumulated profits of 
some $36,000 (after taxes) and had 
an unrealized gross profit of approxi- 
mately $35,000. Its accountant had 
advised that it would be subject to 
undistributed profits surtax if it did 
not distribute such accumulation (in- 
cluding the unrealized gross profit) 
as a dividend prior to June 30, 1937. 
Accordingly, on the basis of the ac- 
countant’s estimate of what the ac- 
cumulated profits would be, a divi- 
dend of $75,000 in interest-bearing 
notes was declared and paid. (The 
stockholders duly reported the divi- 


* 43-2 ustc { 9623, 138 F. 2d 792 (1943); 
aff’'g CCH Dec. 12,936-F, 1 TCM 430. 
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dend in their individual income tax 
returns for 1937.) 


Since Shenandoah’s taxable income 
on the installment basis for the fiscal 
year ending June 30, 1937, was only 
some $32,000, it assumed that it was 
entitled to a dividends-paid credit 
carry-over to the fiscal year ending 
June 30, 1938, when it paid no divi- 
dends and when its taxable income on 
the installment basis was some $19,000. 
However, the Commisssioner refused 
to consider the unrealized gross profit 
as part of earnings and profits. He 
held that the excess of the 1937 divi- 
dend of $75,000 over the accumulated 
profits of $36,000 (after taxes) as of 
June 30, 1937, represented a distribu- 
tion of capital; as a result, the major 
portion of Shenandoah’s taxable in- 
come for its fiscal year ending June 
30, 1938, became subject to the un- 
distributed profits surtax. Therefore, 
Shenandoah had been placed in an 
untenable position, as its taxable in- 
come for its 1938 fiscal year stemmed 
from the unrealized gross profit at 
June 30, 1937, and the latter had 
all been consumed as part of the divi- 
dend payment made in its 1937 fiscal 
year. 


The Tax Court, in its memorandum 
opinion dated January 16, 1943, de- 
cided that Shenandoah’s unrealized 
gross profit was includable in its earn- 
ings and profits, on the authority of 
Commissioner v. F. J. Young Corpora- 
tion and other decisions to similar effect. 
(However, subsequently, the Supreme 
Court’s 1945 decision in Commissioner 
v. Wheeler, discussed above, invalidated 
the F. J, Young Corporation line of 
cases ; and the basis for the Tax Court’s 
memorandum opinion in Shenandoah 
Company apparently was likewise in- 
validated.) 


On appeal, the Fifth Circuit also 
held for Shenandoah, but its decision 


TAXES —The Tax Magazine 








was premised on a different basis, 
namely, on the change in the law 
effected in 1940 by the retroactive 
addition of Section 115(1) to the 1939 
Code. The Fifth Circuit referred 
particularly to the portion of Section 
115(1) which provided: “Gain or loss 
so realized [that is, realized from the 
sale or other disposition of property 
by a corporation] shall increase or de- 
crease the earnings and profits to, but 
not beyond, the extent to which such 
a realized gain or loss was recognized 
in computing net income under the 
law applicable to the year in which 
such sale or disposition was made.” 
The majority opinion held that this 
sentence does not limit earnings and 
profits to those “recognized” by the 
taxpayer in the sense that they have 
been subjected to taxation, but rather 
merely limits earnings and profits to 
those “recognized” (under the law ap- 
plicable to the year of sale) in comput- 
ing net income, even though payment 
of the tax on such recognized profits 
is deferred (to later years) under 
some other section of the 1939 Code, 
such as Section 44, prescribing the in- 
stallment basis. In a dissenting opinion, 
Judge Holmes expressed the view that 
the intent of "Congress (as evidenced 
in the committee reports) in retro- 
actively amending Section 115 was 
to change the statute law, as inter- 
preted in Commissioner v. F. J. Young 
Corporation, to include in earnings and 
profits only such realized profits as had 
been recognized in the computation of 
taxable income for a taxable year 
or years. 


Postwar Cases on Unrealized Gross Profit 


In 1946, cases began to reach the 
courts on the status of unrealized 
gross profit in the computation of 
World War II invested capital. The 


* 48-1 ustc 7 5922, 333 U. S. 496, rev’g 


47-2 ustc 95912, 162 F. 2d 866 (CA-5), 
rev’g CCH Dec. 15,360, 7 TC 669. 
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definitive case was Commissioner v. 
South Texas Lumber Company.” 


The issue was essentially the same 
as in Shenandoah Company. In both 
cases, the taxpayers had sold real estate 
on the installment plan and had elected 
to report the profit therefrom on the 
installment basis authorized by Sec- 
tion 44(b) of the 1939 Code. Both 
taxpayers contended that the unrealized 
(and untaxed) gross profit was in- 
cludable in earnings and profits; the 
only difference was that in the 
Shenandoah case the earnings and 
profits thereby enlarged were used to 
identify a distribution to stockholders 
as a dividend rather than as a capital 
distribution, whereas in the South 
Texas Lumber Company case the earn- 
ings and profits thereby enlarged were 
used to increase the equity invested 
capital and afford a greater excess 
profits credit. 


The Tax Court had rejected South 
Texas Lumber Company’s contention 
in a short opinion, which stated that its 
previously rendered decision in Kim- 
brell’s Home Furnishings, Inc.,”° had 
fully discussed all the questions raised 
by South Texas Lumber Company. 
On appeal, the Fifth Circuit reversed 
the Tax Court and said that in 
Shenandoah Company, it had already 
decided the question contrary to the 
contentions of the Commissioner. The 
court thought the holdings announced 
in the Shenandoah case were correct 
and controlling in the South Texas 
Lumber Company case. Judge Holmes 
again dissented, this time on the ground 
that the Shenandoah decision had been 
overruled by Commissioner v. Wheeler. 


On March 29, 1948, the Supreme 
Court (in a seven to two decision) 
reversed the Fifth Circuit in the South 
Texas Lumber Company case, and, in 


doing so, presumably, likewise over- 


* CCH Dec. 15,267, 7 TC 339. 
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To dream of a great thing, then to 
observe it come to life and maturity, 
to see the seemingly impossible 
become the actual, the romantic plan 
become the accomplished fact, is 

to taste the sweetest rewards 

of business, the essential thrill 

of a business life. 

—Harry Gordon Selfridge. 


ruled the principle followed by that 
circuit court in the Shenandoah case. 
The Supreme Court stated that the 
crucial question was the validity of a 
Treasury regulation, to wit, Section 
29.115-3 of Regulations 111, titled 
“Earnings and Profits” and contain- 
ing the following provisions added in 
1941: “the amount of the earnings 
and profits in any case will be de- 
pendent upon the method of account- 
ing properly employed in computing 
net income. For instance... a corpo- 
ration computing income on the in- 
stallment basis as provided in section 
44 shall, with respect to the install- 
ment transactions, compute earnings 
and profits on such basis.” The Court 
held this regulation to be reasonable, 
well supported by prior legislative 
and administrative history and, there- 
fore, valid; accordingly, the taxpayer’s 
contention was rejected, as it con- 
flicted with the regulation. (The 
above-quoted regulatory language has 
since been incorporated into Regula- 
tions Section 1.312-6(a) issued under 
the 1954 Code.) 


The opinion (by Mr. Justice Black) 
considered at length the interpreta- 
tion of the effect of the addition of 
Section 115(1) to the 1939 Code, which 
had been adopted by the Fifth Circuit 
in the Shenandoah case. However, the 
Supreme Court rejected this interpreta- 
tion on the grounds that Section 111(d) 
of the 1939 Code, which read “Nothing 





*VI-1 CB 69. 
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in this section shall be construed to 
prevent (in the case of property sold 
under contract providing for payment 
in installments) the taxation of that 
portion of any installment payment 
representing gain or profit in the year 
in which such payment is received,” 
meant that where a taxpayer reported 
income on the installment basis pro- 
vided by Section 44 of the 1939 Code, 
that section (and not Sections 111, 112 
and 113) prescribed (1) the extent to 
which installment profits were “recog- 
nized” as taxable, and (2) the year 
in which such installment profits were 
“recognized” in computing taxable in- 
come. (Section 111(d) of the 1939 
Code now appears, unchanged, as Sec- 


tion 1001(d) of the 1954 Code.) 


With the Supreme Court’s pro- 
nouncement in the South Texas Lum- 
ber Company case, the Type A account- 
ing treatment, outlined earlier, is defin- 
itively established as the correct treat- 
ment to be followed for tax purposes. 


Use of Bad Debt Reserves 
by Installment Dealers 


After holding for 22 years that deal- 
ers in personal property who report 
income on the installment basis could 
not use the reserve method of ac- 
counting for bad debts, the Commis- 
sioner modified his position in June, 
1949. Developments in the case law 
over that span of time had clearly 
pointed to the propriety of permitting 
the use of bad debt reserves by install- 
ment dealers. 


In 1927, the Commissioner had pro- 
mulgated I. T. 2365,°° which ruled 
that the use of a reserve for bad debts 
was not permissible when profits ap- 
plicable to installment sales were 
reported in accordance with the in- 
stallment basis of accounting. This 
ruling was founded on the theory that 
since the amount for which a deduc- 
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tion would be claimed under the re- 
serve method had itself never been 
included in income under the install- 
ment basis, no deduction should be 
permitted. However, the theory ignored 
the fact that a substantial portion of the 
installment receivables represents the 
dealer’s unrecovered cost of goods sold. 


Such installment dealers were con- 
fined, therefore, to the deduction of 
bad debts that became worthless dur- 
ing the taxable year. In 1921, in O. D. 
792,"* it had been held that the amount 
to be deducted as a bad debt (where 
the installment basis of reporting was 
used), if the unpaid installment obliga- 
tions of the purchaser become worth- 
less and the property was not recovered 
by the vendor, was such proportion 
of the defaulted payments as repre- 
sented the capital investment (that is, 
the unrecovered cost of the goods 
sold), and that this amount must be 
deducted for the year in which the 
default occurred. 


Wilbur Glenn Voliva Case 


The only adjudicated case on the 
issue of the deductibility of a bad debt 
reserve by an installment basis tax- 
payer appears to be Wilbur Glenn 
V oliva v. Commissioner.*? In this case, 
it was stipulated that whereas the 
taxpayer, under the installment basis 
of accounting, had deducted unreal- 
ized gross profit from gross income, 
no adjustment had been made for un- 
realized gross profit with respect to 
the deduction taken for the addition 
to the reserve for bad debts. 


Although the taxpayer was denied 
the use of the reserve method, it is 
evident from the judicial opinions in 
the case that he erred in contending 
for a bad-debt-reserve addition based 
upon the full amount of the unpaid 
installments, without deduction of the 


"4 CB 86. 
= 1 ustc 448, 36 F. 2d 212 (CA-7), aff’g 
CCH Dec. 3581, 10 BTA 911. 
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unrealized gross profit element con- 
tained therein, and might have pre- 
vailed if he had made such an adjust- 
ment. 


Cash Basis Taxpayers 


The Board of Tax Appeals consist- 
ently held, over a long period of years, 
that taxpayers who report on the cash- 
receipts-and-disbursements basis are, 
nevertheless, entitled to the use of the 
reserve method of deducting for bad 
debts, provided that the reserve is 
against loss of capital only and con- 
tains no element of profit that has 
never been reported. 


See First National Bank of Omaha.* 
Although the BTA’s order in this 
case was vacated in part by the Eighth 
Circuit, the portion of the opinion that 
dealt with the bad debt reserve was 
not disturbed. Also, see Estate of 
Maurice S. Saltstein.** 


On December 8, 1947, the Commis- 
sioner issued Mim. 6209,*° which, quot- 
ing from the Saltstein case, ruled that 
banks on the cash basis could use the 
reserve method of deducting for bad 
debts and prescribed special rules for 
the proper measure of such a reserve 
and the amounts to be allowed as 
deductions in connection therewith. 


1. T. 3957 


The developments outlined placed 
the Commissioner in the position of 
permitting the use of the reserve method 
of deducting for bad debts by both 
accrual basis and cash basis taxpayers 
(in the latter case, only to the extent 
of the capital investment) but deny- 
ing the use of the reserve method to 
installment basis taxpayers. Such a 
position was not tenable because the 
installment basis occupies a place in 
between the straight accrual basis 
and the cash-receipts-and-disbursements 


* CCH Dec. 5590, 17 BTA 1358. 
* CCH Dec. 12,469, 46 BTA 774. 
* 1947-2 CB 26. 





No man ever saw the people 

of whom he forms 

a part. No man ever 

saw a government. | live in the 
midst of the Government 

of the United States, 

but | never saw 

ihe Government of the 

United States.—Woodrow Wilson. 


basis; it is a hybrid method, which 
employs the cash basis for reporting 
gross profit from installment sales, 
but uses the accrual basis in account- 
ing for all other items of income and 
deductions. 


The Commissioner rectified this in- 
equity by promulgating I. T. 3957,** 
which modified I. T. 2365 to permit 
taxpayers who report income from 
installment sales of personal property 
on the installment basis to adopt the 
reserve method of accounting for bad 
debt losses from installment accounts 
and to deduct a reasonable addition 
to the reserve account during the 
taxable year. 


However, the installment basis tax- 
payer’s additions to the reserve for 
bad debts must be adjusted for the 
unrealized gross profit element that 
is inherent in the installment basis of 
accounting, so that the net effective 
deduction taken on the tax return is 
confined to the capital investment 
(that is, the unrecovered cost of goods 
sold), with all elements of unreported 
gross prof t removed. 


I. T. 3957 provides that if a tax- 
payer has both installment receivables 
and noninstallment receivables (such 
as charge accounts), the taxpayer may 
elect to use the reserve method of 
accounting for bad debts for (1) 
only the installment accounts, (2) only 
the noninstallment accounts, or (3) 
both types of accounts. However, if 
the taxpayer elects option (3), two 
separate reserves for bad debts must 


* 1949-1 CB 65. 
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be accurately maintained, one reserve 
relating to the installment accounts 
and the other reserve relating to the 
noninstallment accounts. 


An installment basis taxpayer filing 
his first tax return may select the re- 
serve method of accounting for bad 
debts under one of the three above- 
mentioned optional procedures. 


An installment basis taxpayer who 
has been deducting for specific bad 
debts (arising from installment ac- 
counts) that become worthless within 
the taxable year may adopt the reserve 
method of accounting for bad debts 
relating to such installment accounts, 
provided that permission to do so is 
obtained in accordance with Regula- 
tions Section 1.166-1(a). Application 
for such permission shall be made at 
least 30 days prior to the close of the 
taxable year for which the change is 
to be effective. Once such permission 
has been granted, and the reserve 
method has been adopted, it must be 
used in subsequent years unless new 
permission is secured to change back 
to the method of deducting specific 
bad debt items. The subsequent per- 
mission for a change-back presumably 
would be contingent upon the taxpayer’s 
returning as income any balance in its 
reserve for bad debts at the beginning 
of the year of change-back (subject 
to the relief provisions of Section 481 
of the 1954 Code, as outlined above). 


In an early case under the reserve 
method, the question arose as to whether 
a taxpayer who adopted such method 
was to be denied deduction in the year 
of change-over, and years subsequent 
thereto, for bad debts arising from 
sales made prior to the year of change- 
over (in years when the taxpayer had 
used the specific bad debt method). 
This particular issue was clearly re- 
solved in favor of the taxpayer in 
First National Bank of Omaha. 
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Bad debt recoveries of a taxpayer 
using the reserve method may properly 
be accounted for either by reporting 
them as income or by crediting them 
to the reserve for bad debts, provided 
that the treatment chosen is regularly 
and consistently followed.*” 


Bad Debt Accounting Treatments 


The various accounting treatments 
for bad debts under the installment 
basis, which are presented below, all 
recognize that installment basis tax- 
payers are confined to a net deduction 
for bad debts which must relate only 
to the capital portion of the worthless 
installment accounts. Under no cir- 
cumstances may the deduction include 
the unrealized gross profit element 
since, under the installment basis, 
such gross profit has not been reported 
as income. 


Treatment S(1).—Under the specific 
bad debt method the journal entries 
for charging off worthless accounts 
are as follows: 


(1) To write off a worthless ac- 
count: 


(Debit) Deduction for bad debts 


(for unrecovered cost of goods sold). 


(Debit) Reserve for unrealized gross 
profit (for unreported gross profit ele- 
ment). 


(Credit) Accounts receivable (for 
debtor’s unpaid balance). 


In arriving at the unreported gross 
profit element in this entry and in 
journal entry (2) below, the percent- 
age to be applied to the amount being 
written off would be the percentage 
of gross profit realized in the year of 
sale in which the worthless account 
had its origin. 





* Ohio Loan & Discount Company, CCH 
Dec. 13,922, 3 TC 849, acq., 1944 CB 21; 
J. F. Johnson Lumber Company, CCH Dec. 
14,053, 3 TC 1160, acq., 1945 CB 4. 
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(2) To write off a loss from a worth- 
less account in connection with which 
there was a merchandise repossession : 


(Debit) Inventory (for fair market 
value of the repossessed merchandise). 


(Debit) Deduction for bad debts 
(for excess of (a) unrecovered cost of 
goods sold, over (b) fair market value 
of the repossessed merchandise). 


(Debit) Reserve for unrealized gross 
profit (for unreported gross profit ele- 
ment). 


(Credit) Accounts receivable (for 
debtor’s unpaid balance). 


Treatment S(2).—As a practical 
convenience, installment basis taxpayers 
usually keep their accounts on the 
accrual basis and make the conver- 
sion to the installment basis by means 
of an “unrealized gross profit” ac- 
count, as has been explained above. 
Under that procedure, the proper net 
deduction under the specific bad debt 
method of deducting for worthless 
accounts is obtained when (1) the full 
amount of uncollectible installment 
accounts is charged off as a deduction 
for bad debts, with an offsetting credit 
to accounts receivable, and (2) the 
resulting reduction in installment re- 
ceivables decreases the end-of-year 
unrealized gross profit, thereby caus- 
ing the unrealized gross profit ele- 
ment contained in the bad debts to be 
included in gross profit realized for 
the taxable year. The inclusion of 
factor (1) as a deduction and factor 
(2) in gross profit automatically re- 
sults in a net deduction confined to 
the element of unrecovered cost of 
goods sold. In Lenox Clothes Shops, 
Inc.,** the taxpayer had followed this 
short-cut procedure, which was al- 
lowed by the BTA; this case was 


* CCH Dec. 12,225, 45 BTA 1122, aff’d in 
part, rev’d in part, 43-2 ustc J 9665, 139 F. 
2d 56 (CA-6). 
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appealed to the Sixth Circuit but the 
bad debts issue was not involved in 
the appeal. 


Treatment R(1).—Under the re- 
serve method of deducting for bad 
debts, the journal entries are as follows: 


(1) To provide a reasonable addi- 
tion to reserve for bad debts (the rea- 
sonableness of the reserve at the year 
end is to be determined in relation to 
the capital portion of the installment 
receivables) : 


(Debit) Deduction for bad debts. 
(Credit) Reserve for bad debts. 


(2) To write off a worthless ac- 
count: 


(Debit) Reserve for bad debts (for 


unrecovered cost of goods sold). 


(Debit) Reserve for unrealized gross 
profit (for unreported gross profit ele- 
ment). 


(Credit) Accounts receivable (for 
debtor’s unpaid balance). 


In arriving at the unreported gross 
profit element in this entry and in 
journal entry (3) below, the percent- 
age to be applied to the amount being 
written off would be the percentage 
of gross profit realized in the year of 
sale in which the worthless account 
had its origin. 

(3) To write off a loss from a 
worthless account in connection with 
which there was a merchandise re- 
possession: 


(Debit) Inventory (for fair market 
value of the repossessed merchandise). 


(Debit) Reserve for bad debts (for 
excess of (a) unrecovered cost of 
goods sold, over (b) fair market value 
of the repossessed merchandise). 


(Debit) Reserve for unrealized gross 
profit (for unreported gross profit ele- 
ment). 
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(Credit) Accounts receivable (for 
debtor’s unpaid balance). 


Treatment R(2).—This treatment 
is the equivalent, under the reserve 
method, of the short-cut procedure 
allowed by the Board of Tax Appeals 
in Lenox Clothes Shops, Inc. It in- 
volves the following steps: 


(1) The deduction for bad debts is 
charged and the reserve for bad debts 
is credited with a reasonable reserve 
addition which is related to the full 
amount of the installment receivables 
without any adjustment for the un- 
realized-gross-profit element contained 
therein. 


(2) The full amount of the uncol- 
lectible installment accounts (reduced 
by the fair market value of repossessed 
merchandise, if any) is charged to the 
reserve for bad debts, with an off- 
setting credit to accounts receivable. 
The resulting reduction in installment 
receivables decreases the end-of-year 
unrealized gross profit, thereby caus- 


ing the unrealized-gross-profit element 
contained in the bad debts to be in- 
cluded in gross profit realized for the 
year. 


(3) The reserve for bad debts is 
treated as a deduction from install- 
ment receivables in the computation 
of unrealized gross profit at the close 
of each year, in accordance with the 
following example: 


Unrealized 
Gross 
Profit at 
End Year 5 
$ 4,000 
21,000 
41,000 
232,200 
507,000 


Installment 

Acc’ts % 
Rec’ble at of Gross 
End Year 5 Profit 


$ 10,000 40 % 
50,000 42 
100,000 41 
540,000 43 
1,300,000 39 


40.26% $805,200 


Year 
of Sale 


Year 1 
Year 2 
Year 3 
Year 4 
Year 5 
Gross total $2,000,000 
Less: Re- 
serve for 


bad debts 200,000 40.26 80,520 
Net total ..$1,800,000 40.26% $724,680 
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From the foregoing tabulation, it can 
be seen that any change in the reserve 
is reflected in the “net” installment 
receivables, thereby resulting in changes 
in the “net” end-of-year unrealized 
gross profit and, therefore, in the 
amount of gross profit realized for 
the taxable year involved. 


The inclusion of factor (1) in de- 
ductions and of factors (2) and (3) 
in gross profit automatically results 
in a net deduction confined to the 


element of unrecovered cost of goods 
sold. 


For any given taxable year, treat- 
ments R(1) and R(2) will each re- 
sult in exactly the same amount of 
taxable income. 


Repossessions 


The treatment of repossessed mer- 
chandise is governed by the portions 
of Section 453(d)(1) and (2) of the 
1954 Code which deal with the gain 


or loss resulting if an installment ob- 
ligation is satisfied at other than its 
face value. Such portions of Section 
453(d) are to the same effect as the 
corresponding portions of Section 44 
(d) of the 1939 Code. 


The gain or loss on repossessions 
is measured by the difference between 
the unrecovered cost of the goods 
originally sold and the fair market 
value thereof when repossessed (ad- 
justed for any fees or costs realized 
or incurred incidental to the reposses- 
sion). Such adjusted fair market value 
becomes the inventory value at which 
the repossessed goods are to be car- 
ried on the dealer’s books. 


If the property repossessed is bid 
in by the dealer at a legal sale, the 
bid price is presumptively the fair 


* See Regs. Sec. 1.453-1(d). 

“” 36-2 ustc { 9842, 86 F. 2d 9 (CA-3). 

“J. A. Walker v. Thomas, 41-1 ustc J 9370, 
119 F. 2d 58 (CA-5); T. Eugene Piper, CCH 
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market value in the absence of con- 
trary proof.*® 


The gain or loss on repossessions 
is subject to normal (rather than capi- 
tal gains) tax treatment, by specific 
provision of the statute, which con- 
siders such gain or loss as resulting 
from sale or exchange of the property 
in respect of which the installment 
obligation was received. 


No adjustment in the dealer’s gross 
profit percentages should be made on 
account of repossessions. Blum’s, Inc., 
prescribed this rule, although it required 
that the gross profit rate be adjusted 
where the repossession occurred in 
the year of sale. This exception ap- 
pears to be a needless complication 
that has little practical significance. 


It has long been settled that the 
provisions that now appear in Section 
453(d) are applicable to a vendor’s 
repossession of property subject to a 
sale contract under which there has 
been a default in the payment of re- 
quired installments, without distinc- 
tions on account of legal technicalities 
such as transfer of title at the time 
of the sale contract or on completion 
of the contemplated payments. In Boca 
Ratone Company v. Commissioner,* the 
vendor had retained title to the prop- 
erty sold and, after default by the 
vendee and repossession by the ven- 
dor, the vendee was released from any 
further obligation. In its holding, the 
court reasoned that the installment 
obligations had been “satisfied,” within 
the meaning of Section 44(d) of the 
1939 Code, by the repossession. This 
decision has been followed.** 


In U. S. v. Eversman,* the Sixth 
Circuit held that gain or loss should 
be computed by use of the fair market 
value of repossessed land, even though 


Dec. 12,102, 45 BTA 280; Lucille R. Morri- 


son, CCH Dec. 17,069, 12 TC 1178. 
@ 43-1 ustc J 9284, 133 F. 2d 261 (CA-6). 
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the contract for its sale provided that 
the buyer could default, cancel the 
contract and relieve himself of all 
obligation to make further install- 
ment payments by giving specified 
notice of his intent to do so. The 
court considered the seller as holding 
an installment obligation that was 
disposed of at other than its face value 
by virtue of the repossession of the 
land. The repossessed land was deemed 
not a payment under the contract, but 
consideration for disposition of the 
installment obligation. 


Disposition 
of Installment Receivables 


When a dealer’s installment receiv- 
ables are sold, distributed, transmitted, 
otherwise disposed of, or satisfied 
at other than their face value, gain 


or loss may be realized. Section 


453(d) of the 1954 Code, which deals 
with such situations, had its counter- 
part in Section 44(d) of the 1939 Code. 


These situations were not covered 
specifically when the installment pro- 
visions were originally enacted in the 
Revenue Act of 1926. The result was 
that the taxpayer continued to be able 
to avoid returning the unrealized 
gross profit as income, while the re- 
cipient obtained the benefit of a 
stepped-up basis in connection with 
the transmission of installment obli- 
gations upon death, their distribution 
by way of liquidating or other divi- 
dends or their disposition in similar 
transactions. 


The Revenue Act of 1928 added 
Section 44(d) to the statute, where 
it since has remained and, with amend- 
ments, has evolved into Section 453(d) 
of the 1954 Code. 


Disposition by Sale 
Gain or loss arise whenever install- 
ment receivables are sold by the dealer 


* See 1954 Code Sec. 453(d)(1) and (2). 
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Taxation must not lead men into 
temptation, by requiring 

trivial oaths, by making it 
profitable to lie, to swear falsely, 
to bribe or to take bribes. 
—Henry George. 


in personal property, and they are 
measured by the difference between 
the amount realized and the unre- 
covered cost of the merchandise ori- 
ginally sold.** Such a transaction 
cannot result in a capital gain or loss 
because Section 453(d)(1) provides 
that the gain or loss, in the case of an 
installment basis taxpayer, is to be 
considered as if it had resulted from 
the merchandise sale in connection 
with which the installment receivable 
arose. (Section 1221(4) provides a 
similar rule if an accrual basis tax- 
payer sells accounts receivable which 
have been included in income.) 


A common situation occurs when 
the dealer in personal property sells 
the purchaser’s contract or notes to, 
to discounts the purchaser’s obliga- 
tions with, a bank or finance company. 
The rule applied here is that the tax- 
payer’s privilege of reporting income 
on the installment basis depends upon 
the original sales transaction between 
the taxpayer and the purchaser, and 
that subsequent transactions by which 
the purchaser’s contract or obliga- 
tions are sold, discounted or other- 
wise disposed of, are separate and 
independent and themselves form the 
basis for a return of profit or loss. 
This result follows even when the 
taxpayer remains contingently liable 
as endorser or guarantor, or when the 
obligations are discounted or hypo- 
thecated for loans largely on the faith 
and credit of the taxpayer’s principal 
stockholder. Nor does it make any 
difference that the finance company 
holds back a “reserve” to protect it- 
self against default by the original 
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purchaser or default in the taxpayer’s 
guarantee. If only a part of the 
purchaser’s obligations is sold, the 
taxpayer can continue to report on 
the installment basis with respect to 
the unsold portion.** 


It is important to distinguish be- 
tween: (1) a sale of receivables (with 
accompanying conditions that may 
vary in a multiplicity of degrees— 
from a sale with no recourse by the 
buyer against the transferor on ac- 
count of defaults in the purchased 
receivables, to a sale where the trans- 
feror has a contingent liability to 
make good any default by a principal 
debtor) and (2) a loan to the dealer, 
with the receivables pledged as se- 
curity for the borrowing. 


If the dealer is already reporting 
income on the installment basis, then, 
under situation (1) the unrealized 
gross profit element in the receivables 
sold is realized at the time of their 
sale, whereas under situation (2) 
there is no such immediate realization 
and the dealer continues to defer the 
tax applicable to the unrealized gross 
profit until the receivables are collected. 


If the dealer has been reporting in- 
come on the accrual basis, but is about 
to change to the installment basis, 
under situation (1) the gross profit 
element in the receivables that have 
been sold never becomes subject to 
the provisions of Section 453(c), 
which governs the change in account- 
ing method from the accrual to the 
installment basis. On the other hand, 
if the accounting method is changed 
and situation (2) prevails, Section 453 


“ Packard Cleveland Motor Company, CCH 
Dec. 4577, 14 BTA 118; E. E. Chapman, 
CCH Dec. 6028, 19 BTA 878; Lucius H. 
Elmer v. Commissioner, 3 ustc J 1114, 65 F. 
2d 568 (CA-2); Duram Building Corporation 
v. Commissioner, 3 ustc J 1139, 66 F. 2d 253 
(CA-2); Alworth-Washburn Company  v. 
Helvering, 3 ustc J 1167, 67 F. 2d 694 (CA 
of D. C.); E. G. Robinson v. Commissioner, 
4 ustc 1363, 73 F. 2d 769 (CA-9); Miller 
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The world needs a revolution, 

not just to oppose 

communism, but to help 

create human dignity 

and freedom.—Samuel Jacobs in 
the Humanist. 


(c) applies to the receivables that 
have been pledged. Regarding Sec- 
tion 453(c), see the section of this 
“Eligibility 


article entitled 
Elections.” 


and 


In East Coast Equipment Company,* 
the court enumerated the following 
criteria to distinguish a sale of re- 
ceivables from their pledge as security 
for a loan: (1) the words of the docu- 
ment in which the transaction is set 
out use language of sale; (2) the 
buyer treats the transaction as a pur- 
chase; (3) the buyer does not lend 
money to the seller and the seller 
has no unconditional obligation to 
repay ; (4) the seller executes no notes 
and does not pay interest and financ- 
ing charges. 


When installment receivables are 
sold by a dealer to a financing insti- 
tution, the latter sometimes holds 
back part of the proceeds as a “dealer’s 
reserve,” which it credits on its books 
as a liability owed to the dealer. The 
purpose of the “reserve” is to pro- 
tect the financing institution against 
defaults by the principal debtors. 
Under some financing arrangements, 
defaulted accounts are charged to the 
“reserve” and then turned back to the 
dealer, who thereafter retains any 
salvage amounts that he collects from 
them. There is customarily a pro- 
viso that only when the “reserve” ex- 


Saw-Trimmer Company, CCH Dec. 9017, 32 
BTA 931; Thomas Goggan & Brother, CCH 
Dec. 12,093, 45 BTA 218; Della Nicoll, CCH 
Dec. 18,535(M), 10 TCM 861; East Coast 
Equipment Company v. Commissioner, 55-1 
ustc § 9463, 222 F. 2d 676 (CA-3); City 
Stores Company v. Smith, 57-2 ustc { 9960, 
154 F. Supp. 348 (DC Pa.). 
“ Cited at footnote 44. 





ceeds a stated percentage of the total 
unpaid balances on all of the dealer’s 
receivables purchased is such excess 
payable to the dealer. 


The Commissioner’s position, as 
stated in Rev. Rul. 57-2 ** is that such 
amounts withheld by banks or finance 
companies constitute income to the 
dealer to the extent of his interest 
therein at the time that the amounts 
are recorded on the financing institu- 
tion’s books as a liability to the dealer. 
In a three-case decision dated June 22, 
1959, the Supreme Court has upheld 


the Commissioner (see below). 


Previously, the Tax Court had 
consistently agreed with the Commis- 
sioner’s position. However, the Third, 
Fourth, Fifth, Eighth and Ninth Cir- 
cuits had held that the “dealer’s re- 
serve” was surrounded with such 
contingencies as to the amount and 
time of eventual payment that income 
with respect thereto accrued only in 
the years when payment from the “re- 
serve” was actually made to the dealer.*” 


In the Sixth and Seventh Circuits, 
the position of the Commissioner and 
the Tax Court had been affirmed.* 

As stated above, the Supreme Court 
(in a three-case decision) affirmed the 
Seventh Circuit in the Baird case and 
reversed the Eighth and Ninth Cir- 
cuits in the Glover and Hansen cases, 
respectively. 


At this writing, H. R. 4518 has been 


introduced in Congress in order to 





“1957-1 CB 17. 

“ Keasbey & Mattison Company v. U. S., 
44-1 ustc 79189, 141 F. 2d 163 (CA-3); 
Johnson v. Commissioner, 56-2 ustc § 9608, 
233 F. 2d 952 (CA-4); Texas Trailercoach, 
Inc. v. Commissioner, 58-1 ustc J 9175, 251 F. 
2d 395 (CA-5); Glover v. Commissioner, 58-1 
ustc 9462, 253 F. 2d 735 (CA-8), rev'd, 
59-1 ustc | 9533; Hansen v. Commissioner, 
58-2 ustc 79770 (CA-9), rev’d, 59-1 ustc 
q 9533. 

“ Schaeffer v. Commissioner, 58-2 vustc 
7 9781 (CA-6); Wiley v. Commissioner, 59-1 
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enact as law the view that “dealer’s 
reserves” become income only when 
paid or payable to the dealer. 


Disposition in Tax-Free Reorganizations 


Tax-free reorganization exchanges 
under Section 351 (transfer to a cor- 
poration controlled by the transferor) 
and Section 361 (transfer by one cor- 
poration to another corporation) are 
not subject to the provisions of Sec- 
tion 453(d).** Similarly, such tax-free 
exchanges under corresponding Sec- 
tions 112(b)(5) and 112(b)(4) of the 
1939 Code and corresponding sections 
of prior revenue acts were not subject 
to the provisions of old Section 44(d). 


However, while the transferor is 
not subject to tax upon the unrealized 
gross profit contained in the install- 
ment obligations transferred, such 
transferor’s basis for the stock or 
securities received in the exchange 
would likewise not include any part 
of such unrealized gross profit.®° 


The basis of the installment obliga- 
tions in the transferee’s hands for the 
purpose of determining gain or loss 
on subsequent collections is the same 
as it had been in the hands of the 
transferor, that is, the unrecovered 
cost of the good sold, if the transferor 
reported income by the installment 
method." 


Prior to the Technical Amend- 
ments Act of 1958, a loophole existed 
where the transferee was a life insur- 
ance company. The unrealized gross 


ustc § 9440 (CA-6); Baird v. Commissioner, 
58-2 ustc § 9622 (CA-7), aff’d, 59-1 ustc 
q 9533. 

“See Regs. Sec. 1.453-9(c) (2). 

™See 1954 Code Sec. 358; Charles F. 
Meagher, CCH Dec. 6131, 20 BTA 68; 
W obbers, Inc., CCH Dec. 7615, 26 BTA 322. 

* See 1954 Code Secs. 362 and 381; Port- 
land Oil Company v. Commissioner, 40-1 ustc 
{| 9234, 109 F. 2d 479, 486 (CA-1), cert. den., 
310 U. S. 650. 
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profit in the installment receivables 
escaped taxation because it is a type 
of income excluded from life insur- 
ance company gross income. To 
prevent this tax avoidance, the 1958 
act amended Section 453(d) by add- 
ing paragraph (5), which provides 
that where an installment obligation 
is transferred to a life insurance com- 
pany, gain is to be recognized to the 
transferor at the time of transfer, de- 
spite any other Code provisions as to 
nonrecognition. There also are re- 
lated provisions designed to prevent 
indirect tax-free transfers of such in- 
stallment obligations to life insurance 
companies. 


Disposition in Corporate Liquidations 


Under the general rule of Section 
453(d) of the 1954 Code, if a dissolv- 
ing corporation that was a dealer in 
personal property holds installment 
obligations, the gross profit from which 
is being returned on the installment 
basis, the corporation realizes gain or 
loss upon distribution of the install- 
ment obligations to its stockholders 
as a liquidating dividend in kind. The 
gain or loss is measured by the dif- 
ference between the fair market value 
at the time of distribution and the 
basis of the obligations (that is, the 
unrecovered cost of the goods sold). 
Such fair market value is likewise the 
value to be assigned by the stock- 
holders to the liquidating dividend. 


Section 453(d)(4)(A) contains an 
exception to the general rule when a 
corporation completely liquidates a 
controlled subsidiary corporation in 
accordance with the provisions of 
Section 332. In such a case the liqui- 
dated subsidiary is exempted from the 
necessity of reporting gain or loss 


It is significant that while 

the public school pupil 
population grew 38 percent from 
1950 to 1959, money made 
available for school current 
spending, revenue obtained 
chiefly from taxes . . . 
increased by 124 percent in 

the 1950-1959 period. 

—tThe Tax Foundation. 


upon the distribution of the install- 
ment obligations. Ordinarily, the 
parent-distributee is required to take 
the subsidiary-distributor’s basis for 
the installment obligations.** How- 
ever, if the subsidiary-into-parent 
liquidation occurs within the two-year 
acquisition period specified in Section 
334(b)(2), which incorporates the 
Kimbell-Diamond judicial rule * into 
the 1954 Code, then the parent-dis- 
tributee’s basis for the installment 
obligations is determined by reference 
to the cost of its stock investment in 
the subsidiary, allocated over the fair 
market value of all the assets dis- 
tributed (including the installment 
obligations). 


Another exception to the general 
rule is contained in Section 453(d) 
(4)(B), which concerns liquidations 
coming under Section 337 (enacted to 
negate the Court Holding Company 


rule *). However, this exception has 
no applicability to the ordinary type 
of installment obligations held by a 
dealer in personal property; Section 
337(b)(1)(B)_ specifically excludes 
them from the definition of “Section 
337 property.” The installment ob- 
ligations referred to in Section 453 
(d)(4)(B), as being accorded non- 
recognition of gain or loss to the dis- 
tributing corporation upon distribution 
in a Section 337 liquidation, are ob- 





5 See 1954 Code Secs. 334(b)(1) and 381. 

% Kimbell-Diamond Milling Company, CCH 
Dec. 17,454, 14 TC 74, aff'd per curiam, 51-1 
ustc $9201, 187 F. 2d 718, cert. den., 342 
U. S. 847. 
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* Commissioner v. Court Holding Company, 


45-1 ustc § 9215, 324 U. S. 331. 








ligations on which no gain or loss 
would have been recognized to the 
distributing corporation if it had sold 
or exchanged such obligations on the 
day of such distribution. An example 
of the type of installment obligations 
covered by this exception is that aris- 
ing, as provided for in Section 337 
(b)(2), upon sale of substantially all 
of the inventory of the corporation to 
one person in one transaction after 
the adoption of a plan of complete 
liquidation. 


Section 341 of the 1954 Code, re- 
lating to collapsible corporations, 
would not affect liquidation of corpo- 
rate dealers in personal property in- 
sofar as the installment receivables 
being reported on the installment 
basis are concerned. Under the gen- 
eral rule of Section 453(d), the gain 
or loss on such receivables would be 
recognized to the liquidating corpo- 
ration at the time of their distribu- 
tion. On the other hand, if there 
were a sale or exchange of stock, 
rather than a liquidation, the install- 
ment receivables would fall within the 
definition of “Section 341 assets” (see 
Section 341(b)(4)) in making the 
over-all determination of whether the 
corporation was a collapsible one. 


Installment obligations distributed 
by a corporation in a Section 333 
liquidation (the so-called “one month” 
liquidation) fall under the general 
rule of Section 453(d), and gain or 
loss thereon is taxable to the dis- 
tributor at the time of distribution. 


The unrealized gross profit on in- 
stallment sales is taxable to a liqui- 
dating corporation upon distribution 
of its installment obligations to a 
partnership which succeeds the cor- 


® See Rev. Rul. 55-672, 1955-2 CB 551. 

* 1954 Code Sec. 721; Regs. Sec. 1.453-9 
(c)(2). 

* 56-1 ustc J 9424, 231 F. 2d 548 (CA-9). 

53-2 ustc J 9518, 113 F. Supp. 865 (DC 
Pa.). 
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poration since the exceptions to the 
general rule of Section 453(d) are not 
applicable where the distribution is 
from a corporation to a partnership. 


Disposition in Partnership Transactions 


No gain or loss is recognized to a 
partnership or any partner upon a 
contribution of installment obligations 
to the partnership in exchange for a 
partnership interest. The basis of 
such obligations to the partnership is 
the unrecovered cost of the goods 
sold, if the contributing partner re- 
ported income by the installment method 
(Section 723) and, in such a case, the 
basis of the contributing partner’s in- 
terest in the partnership is determined 
by valuing the contributed install- 
ment obligations at such unrecovered 
cost of the goods sold (Section 722). 

Although a partnership interest is 
generally a capital asset, Section 751 
of the partnership provisions of the 
1954 Code specifically requires ordi- 
nary income treatment of the gain or 
loss with respect to the portion of 
money or property, received by a 
partner in exchange for all or part of 
his partnership interest, that is at- 
tributable to his interest in the “un- 
realized receivables” of the partnership. 
Receivables being reported on the in- 
stallment basis under Section 453 fall 
squarely within the definition of “un- 
realized receivables,” as contained in 
Section 751(c). 


The same result was reached by the 
courts, relying solely on the first two 
paragraphs of Section 44(d) of the 
1939 Code (1954 Code Section 453 
(d)(1) and (2)), in Krist v. Commis- 
sioner," Bright v. U. S.,5° Goldberg’s 
Estate v. Commissioner,° Waddell v. 
Commissioner © and R. W. Woody. 


51-2 ustc J 9380, 189 F. 2d 634 (CA-2). 
® 39-1 ustc f 9381, 102 F. 2d 503 (CA-5). 
" CCH Dec. 19,322, 19 TC 350. 


TAXES —The Tax Magazine 








It is not within human power 
ever to reach 

perfection, but if our 

hearts remain stout and in 
our mistakes we find 
lessons, and not 
discouragement, we will make 
progress toward the 

perfection we seek. 
—Representative Barratt O'Hara. 





Whenever, under Section 731, a 
partnership’s installment obligations 
(that arose from dealing in personal 
property and were being accounted 
for by the installment method) may 
be distributed to a partner without 
recognition of gain or loss, the dis- 
tributee-partner’s basis for such obli- 
gations is the unrecovered cost of the 
goods sold and such distributee is re- 
quired to treat the unrealized gross 
profit as ordinary income upon its 
subsequent realization. 


Disposition by Gift 

In the case of a gift of installment 
obligations by a donor who was re- 
porting the income therefrom on the 
installment basis, the donor realizes 
gain or loss on the obligations at the 
time of the gift, under the general 
rule of Section 453(d). The gain or 
loss is measured by the difference be- 
tween the fair market value at the 
date of the gift and the basis of the 
obligations. Under these circum- 
stances, the donee’s basis would be 
such fair market value. 


Transmission upon Death 


When installment obligations, gain 
or loss from which was being re- 
ported on the installment basis, are 


@ Subsection 1015(d), added to the 1954 
Code by the Technical Amendments Act of 
1958, which provides for an increase in the 
donee’s basis by the amount of the federal 
gift tax paid with respect to the gift, does 
not permit such adjusted basis to exceed the 
fair market value at the time of the gift. 
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transmitted upon death, Sections 453 
(d)(3) and 691(a)(4) of the 1954 
Code permit the decedent’s estate, or 
the person entitled to receive such 
collections by reason of the decedent’s 
death, to continue reporting on the 
installment basis in the same manner 
as the decedent would have done if 
he had lived and received the pay- 
ments. This is an exception to the 
general rule of Section 453(d), which 
otherwise would require the unreal- 
ized gross profit to be reported in the 
decedent’s return for the year of his 
death. 


Under Section 44(d) of the 1939 
Code, gain or loss—measured by the 
difference between the fair market 
value and the basis of the obligations 
—was required to be reported in the 
return of the decedent for the year of 
his death, unless an executor, admin- 
istrator or legatee filed a bond with 
the Commissioner, conditioned upon 
the return, by any person receiving 
any payment on such obligations, of 
the same proportion of such payment 
as would have been returnable by the 
decedent if he had lived and received 
such payment. 


Prior to the Revenue Act of 1928, 
the unrealized gross profit at date of 
the decedent’s death escaped income 
tax. The constitutionality of Section 
44(d)—originally enacted as part of 
the 1928 act—with respect to trans- 
mission of installment obligations 
upon death, was upheld in Minnie R. 
Nuckolls, Executrix v. U. S.;*° Provi- 
dent Trust Company, Executor v. Com- 
missioner ;** Crane v. Helvering;* 
Oscar Lawler, Executor v. Commis- 
sioner ;** and Sarah E. Moore, Execu- 
trix v. U. S.%* 


* 35-1 ustc J 9239, 76 F. 2d 357 (CA-10). 

* 35-1 ustc J 9230, 76 F. 2d 810 (CA-3). 

* 35-1 ustc J 9204, 76 F. 2d 99 (CA-2). 

* 35-2 ustc J 9498, 78 F. 2d 567 (CA-9). 

* 35-1 ustc $9188, 10 F. Supp. 183 (Ct. 
Cls.), cert. den., 296 U. S. 583. 
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If installment obligations were re- 
ceived as part of the selling price of 
property held in joint tenancy by a 
husband and wife, such obligations 
are considered to be likewise held by 
the husband and wife as joint tenants; 
and upon the death of one spouse, the 
other takes the whole interest in the 
installment obligations by right of 
survivorship. Accordingly, if income 
therefrom was being reported on the 
installment basis, it has been held 
that there is no transmission at death 
of the installment obligations within 
the meaning of Section 44(d) of the 
1939 Code. The same result should 
be reached under the 1954 Code. 
Therefore, the surviving spouse should 
report the total remaining unrealized 
gross profit on the installment basis 
as it is realized.™ 


For estate tax purposes, install- 
ment obligations are to be included in 
the gross estate at their fair market 
value either at time of death or under 
the alternate valuation method of 
Section 2032 of the 1954 Code. In 
arriving at the valuation, considera- 
tion should be given to appropriate 
allowances for bad debts, collection 
expenses and (if the dealer was on the 
installment basis) federal and state 
income taxes that will become due 
upon realization of the heretofore un- 
reported gross profit. 


Purchase 
of Installment Receivables 


It is not uncommon for a dealer to 
purchase, at a discount, the install- 
ment receivables originated by an- 
other dealer who is retiring from 
business. This situation raises the 


®See Rev. Rul. 267, 1953-2 CB 32. 

* Bentley W. Warren, Jr., Executor v. Com- 
missioner, 52-1 ustc 99171, 193 F. 2d 996 
(CA-1); Commissioner v. American Liberty 
Oil Company, 42-1 ustc § 9385, 127 F. 2d 262 
(CA-5); Commissioner v. Hagerman, 39-1 
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question as to the proper method of 
reporting the gain or loss realized 
upon collection of such purchased 
receivables. 


Normally, when a taxpayer acquires 
an aggregate of assets for a single pur- 
chase price, upon subsequent realiza- 
tion of any portion he must allocate a 
part of the purchase price to such 
portion on the basis of the portion’s 
proportionate value at the time of 
purchase so that gain or loss on the 
partial realization can be determined. 
It is not permissible to regard pur- 
chased accounts receivable as a single 
asset, on which the gain or loss re- 
mains in suspense until the entire cost 
is recovered. 


Therefore, gain or loss on pur- 
chased receivables is to be accounted 
for (under either the accrual method 
or the installment method) in the 
same manner as for installment re- 
ceivables under the installment method. 
However, the installment basis dealer 
should separate the respective results 
from purchased receivables and from 
installment receivables arising from 
his own sales, inasmuch as the dis- 
count rate on the former usually will 
differ markedly from the gross profit 
rate on the latter. 


A novel theory regarding purchased 
receivables—that the gain was real- 
ized at the time of purchase, rather 
than in the years when collected— 
was advanced by taxpayers in an ef- 
fort to throw back income to a year 
prior to the World War II excess 
profits tax years, but was rejected by 
the courts in Rhodes-Jennings Furni- 
ture Company v. Commissioner,” and 
Carroll Furniture Company v. Commis- 
sioner,” [The End] 


ustc § 9326, 102 F. 2d 281 (CA-3); O. H. 
Himelick, CCH Dec. 8995, 32 BTA 792; 
Weser Brothers, Inc. CCH Dec. 4252, 12 
BTA 1394. 
52-1 ustc J 9157, 192 F. 2d 1022 (CA-6). 
™ 52-2 ustc J 66,040, 197 F. 2d 718 (CA-S5). 
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By DAVID L. SAMUELS 


If the grantor becomes a beneficiary, the tax result intended by the 
establishment of the trust fails to happen. This is a view 

of that contingency when the grantor creates the trust for the 

benefit of a dependent. Mr. Samuels is a member of the 

law firm of Samuels, Thoits & Lehman, Palo Alto, California. 


UCH HAS BEEN WRITTEN about the use of trusts for reduc- 
ing income taxes paid by a family group, and in this connection 
what may be a serious misconception seems to have become popular. 
This consists of the thought that trust income will be taxed to the 
grantor’ of a trust for the benefit of a dependent only to the extent 
that such trust income is used to relieve the grantor of his legal obliga- 
tion to support the beneficiary.2, The purpose of this paper is to sug- 
gest that if the grantor has a legal obligation to support the beneficiary, 
then all trust income disbursed for the support or maintenance of the 
beneficiary may be charged to the grantor, even though the funds go 
beyond his legal support obligation. 


For example, if the grantor is obligated to support the beneficiary 
of the trust, but this obligation does not require that the beneficiary 
be given an opportunity to attend a private school, it is submitted that 
trust income used for paying the beneficiary’s tuition at a private 
school will be treated as income of the grantor for income tax pur- 
poses even though the legal obligation of the taxpayer would have 


*The term “grantor” here includes a person other than the grantor under 
Section 678 where a power, as described in that section, exists, or existed in the 
past, and was released under the circumstances outlined there. 

*Drew, “Paying Family Expenses and Saving Taxes,” 37 Taxes 689 
(August, 1959). 
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been satisfied by providing the bene- 
ficiary with a public school education. 


The misconception as to the status 
of the law appears to involve some- 
what ambiguous wording in the regu- 
lations, combined with decisions which 
were given at a time when the law 
read differently than it does today and 
with a ruling which, while applying 
to the uniform or model acts dealing 
with gifts to minors that have been 
adopted by the various states, prob- 
ably does not apply to the situation 
discussed here. 


Much has been written about the 
use of “Clifford” or short-term trusts, 
both in the Internal Revenue Code 
and in various text treatments of 
these trusts. We shall merely give an 
example of a use of such trusts to 
illustrate the problem being consid- 
ered. The main idea is that if the 
trust meets the requirements of the 
statutes and the regulations, the in- 
come produced by it will be taxed 
to the beneficiary rather than the 
creator of the trust, even though on 
termination of the trust its corpus will 
revert to the creator. Through the 
use of this device, the income tax of 
the grantor can be substantially re- 
duced in many instances without re- 
ducing his spendable income, and, in 
fact, his after-tax spendable income 
may be increased. 


Assume the taxpayer is a married 
man who files a joint return with his 
wife, that they have an annual taxable 
income of $40,000 after all deductions, 
exemptions and exclusions, and that 
he contributes $5,000 a year to the 
support of his mother, M, who has 
no other income but whom he is not 
legally obligated to support. His fed- 
eral income tax payments will amount 
to approximately $14,500, and, after 
deducting this and also the $5,000 
paid to M out of after-tax dollars, 
he has only $20,500 left to spend. 
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If the taxpayer’s assets include 
Blackacre, which produces an annual 
income of $5,700, and he places Black- 
acre in a trust which meets the statu- 
tory requirements and which will 
distribute all income to M during her 
lifetime or for 10% years, whichever 
is the shorter time, M will be taxable 
on the income during the existence 
of the trust. The taxpayer’s income 
(for federal tax purposes) will be re- 
duced from $40,000 to $34,300 per 
year, and so the tax will be reduced 
from approximately $14,500 to ap- 
proximately $11,900, and M’s tax on 
the $5,700 will be approximately $700. 


The result is that the total federal 
income taxes paid by taxpayer, his 
wife and his mother, as a family group, 
will be reduced from approximately 
$14,500 to approximately $12,600, and 
taxpayer’s spendable income, after 
providing his mother with support 
and paying his own federal income 


tax, will be $22,400 instead of $20,500. 


The above example assumes, of 
course, that the grantor had no legal 
obligation to support his mother (a 
matter as to which the state laws 
differ). The same situation could 
arise if the beneficiary of the trust 
was an adult child, whom the grantor 
had no legal obligation to support but 
for whom he wished to provide. 


The difficulty arises where the bene- 
ficiary is someone, such as a minor 
child, whom the taxpayer is obligated 
to support, and the trust comes under 
Code Sections 671-678. In order to 
prevent the use of trust income to 
relieve the grantor of his legal obliga- 
tion to support the dependent, cer- 
tain provisions of the _ Internal 
Revenue Code have been specifically 
aimed at him. 

Before discussing these, it may be 
well to look back for a moment at the 
history of this situation, since this may 
give more meaning to the discussion. 


TAXES—The Tax Magazine 








History 


Prior to the decision of the United 
States Supreme Court in Helvering v. 
Stuart,’ it had been generally under- 
stood that where the income from a 
trust might be applied to the support 
or maintenance of the grantor’s legal 
dependents, depending upon the ex- 
ercise of discretion by persons with- 
out substantial adverse interests, the 
trust income would be taxed to the 
grantor only to the extent that it was 
actually applied in discharge of his 
obligation for support or maintenance. 
However, the Stuart case held the 
grantor taxable on income from the 
trust created for his minor children, 
even though the income was not used 
for their support, because it could 
have been so used.* The adoption of 
1939 Code Section 167(c) in 1943 
nullified the decision of the Stuart 
case in this regard, and provided, in 
effect, as does 1954 Code Section 677 
(b), that income of the trust is not 
considered taxable to the grantor 
“merely because such income in the 
discretion of another person, the trus- 
tee, or the grantor acting as trustee 
or co-trustee, may be applied or dis- 
tributed for the support or mainte- 
nance of a beneficiary whom the 
grantor is legally obligated to support 
or maintain, except to the extent that 
such income is so applied or dis- 
tributed.” 


Section 674 of the 1954 Code treats 
the grantor as owner of any portion 
of a trust where the beneficial enjoy- 
ment of the corpus or principal can 
be exercised by the grantor or a non- 
adverse party, or both, without the 
approval or consent of any adverse 
party. Code Section 678 provides 
generally that a person other than the 
grantor is to be treated as owner of 

* 42-2 ustc 9750; 317 U. S. 154. 


*CCH STANDARD FeperAL Tax Reports 
(1959 Ed.), Vol. 3, § 3749.1821. 
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any portion of the trust as to which 
he can vest the principal or income 
in himself or as to which he has pre- 
viously partially released or otherwise 
modified such power and thereafter 
retained such control as would sub- 
ject a grantor to taxation under 1954 
Code Sections 671 through 677.5 


Adverse Contention 


With this background, let us look 
first to the citations offered in support 
of the theory that the trust income 
will be taxed to the grantor only to 
the extent that it is actually applied 
to relieve him of his legal obligations. 
Having done our best to show that 
these may be inapplicable, we shall 
thereafter argue affirmatively that the 
only available material indicates that 
if any of the trust income is disbursed 
by the trustees for the support of a 
beneficiary who is qualified as some- 
one that the grantor is legally obli- 
gated to support, the amounts so 
disbursed will be taxed to such 
grantor even though the disburse- 
ments maintain the beneficiary in a 
style clearly superior to that which 
is required by law. 


In one instance that has come to 
the writer’s attention, a portion of 
Regulations Section 1.677(b)-1(d) was 
cited, to the effect that the exception 
set forth in Code Section 677(b) “re- 
lates solely to the satisfaction of the 
grantor’s legal obligation to support 
or maintain a beneficiary.” The cita- 
tion is given as authority for the 
proposition that trust income will not 
be taxed to the grantor “merely be- 
cause it is paid to a beneficiary whom 
he is legally obligated to support.” ® 
The quotation seems to be out of con- 
text~and a reading of the paragraph 
as a whole’ is worthwhile. The lan- 

* References to Code sections hereafter will 
be to the 1954 Code unless otherwise noted. 


* Article cited at footnote \2, at p. 690. 
* Regs. Sec. 1.677(b)-1(d). 
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guage is part of a general statement 
to the effect that the exception set 
forth in Code Section 677(b) does not 
apply when the income of the trust 
may be applied in discharge of the 
grantor’s obligations other than his 
obligation for support of a dependent, 
and does not appear to be used for 
the purpose of changing the language 
of the Internal Revenue Code, which 
indicates that any distribution of trust 
income for the support of someone 
whom the taxpayer is legally obli- 
gated to support will be treated as 
income to the taxpayer. In other 
words, the regulation appears only for 
the purpose of showing that, if trust 
income may be used in payment of 
the grantor’s debts, such as the pay- 
ment of his rent or other household 
expenses, he will be treated as owner 
of the trust regardless of whether or 
not the income is actually so applied. 


As previously noted, cases ante- 
dating the decision in Helvering v. 
Stuart are not in point, and we are 
now concerned only with the statu- 
tory language enacted by Congress, 
originally in 1943, to counteract the 
effect of the Stuart case. 


Revenue Ruling 56-484° covers a 
situation which may appear to be anal- 
ogous. There it is pointed out that 
where a model custodian act (either 
the model Gifts of Securities to Mi- 
nors Act or the Uniform Gifts to Mi- 
nors Act) is involved, regardless of 
the relationship of the donor or cus- 
todian to the donee, the income de- 
rived from the property transferred 
under the act, which is used in dis- 
charge or satisfaction, in whole or 
in part, of a legal obligation of any 
person to support a minor, is, to that 


* 1956-2 CB 23. 

* The ruling contends, nevertheless, that if 
the income is used to relieve a taxpayer 
from his legal obligation to support the 
minor, the income is to that extent for his 


benefit, and so taxable to him. (See text, 
above.) Also, if grantor names himself as 


1012 


November, 1959 ® 


extent, taxable to such person under 
Code Section 61. In the ruling it is 
stated: “However, the amount of 
such income includible in the gross 
income of a person obligated to sup- 
port or maintain a minor is limited 
to the extent of his legal obligations 
under local law.” This language is 
quite clear, and if it were applicable 
to the trust situations which we are 
considering, our troubles would be 
over. 


However, the ruling was issued 
to interpret a situation created by 
state law (and not the Internal Rev- 
enue Code), under which the Internal 
Revenue Service recognizes that, gen- 
erally, the transfer of securities to a 
custodian under these state laws is 
effective for making the income pro- 
duced by the transfer the property of 
the minor for whose benefit the action 
is taken.® 


It is submitted that Code Sections 
671-678 state general rules that are 
applicable where grantor trusts are 
involved, and the exceptions noted in 
each of these sections, where there is 
discretion to be exercised as to 
whether the income produced by the 
trust is to be used to relieve someone 
from making support payments, in- 
volve just exactly that, that is, excep- 
tions to a statutory rule. The exception 
in each instance says that where the 
discretion will control as to whether 
or not disbursement shall be made for 
support to an individual whom the 
taxpayer is legally obligated to sup- 
port, the taxpayer will not be charged 
with such income merely because of 
the existence of the discretion “except 
to the extent that such income is so 
applied or distributed.” 


custodian, and is still acting as such at his 
death, he will be deemed to have retained 
such control as to require inclusion of the 
custodial account in his estate for federal 
estate tax purposes. (Rev. Rul. 57-366; 
1957-2 CB 618.) 
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Regulations Section 1.662(a)-4 


The strongest argument supporting 
the view that the grantor will be 
charged with only so much of the 
trust distributions as relieve him of 
his legal obligations under state law 
may appear in Regulations Section 
1.662(a)-4, which sets forth the gen- 
eral rule: “Any amount which, pur- 
suant to the terms of a will or trust 
instrument, is used in full or partial 
discharge or satisfaction of a legal ob- 
ligation of any person is included in 
the gross income of such person under 
section 662(a)(1) or (2), whichever 
is applicable, as though directly dis- 
tributed to him as a beneficiary, ex- 
cept in cases to which section 71 
(relating to alimony payments) or 
section 682 (relating to income of a 
trust in case of divorce, etc.) applies.” 
Note that the taxpayer need not be a 
“grantor” for this rule to apply. 


As a limitation on that general rule, 
the regulation states that the term 
“legal obligation” includes a legal ob- 
ligation to support another person 
only if the obligation is not affected 
by the adequacy of the dependent’s 
own resources under state law. 


It also states: “In any event, the 
amount of trust income which is in- 
cluded in the gross income of a person 
obligated to support a dependent is 
limited by the extent of his legal 
obligation under local law.” 


If this rule applies to taxation of 
grantors under Sections 671-678, there 
appears to be no problem, and no 
reason for this article. There is respect- 
able authority for this interpretation.'° 
Nevertheless, the writer believes that 
this ruling applies only to the general 
rule under Section 662, and has no 
application to situations controlled by 
specific mention in Sections 671-678. 


© 1959 Major Tax Planning (Eleventh Uni- 
versity of Southern California Tax Institute), 
p. 643, footnote 43. 
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In the first place, it should be noted 
that there is no statutory authority 
for taxing a nonbeneficiary with the 
income distributed by the trust under 
Section 662, which deals generally 
with the taxation of trust income, and 
which is found in Subpart C of Part 
I of Subchapter J. Regulations Sec- 
tion 1.662(a)-4 creates this rule with- 
out statutory authority and can 
support it only by reasoning that to 
the extent that a nonbeneficiary tax- 
payer is relieved of his legal obliga- 
tion for support of a named beneficiary 
by the trust income distributions, that 
taxpayer benefits from the trust even 
though he is not named as beneficiary. 


If no such rule existed, the oppor- 
tunities for tax avoidance are obvious. 
On the other hand, the rule can prob- 
ably be justified only to the extent 
that the nonbeneficiary taxpayer is 
relieved of his legal obligation. To 
the extent that the trust income pro- 
vides his dependent with luxuries 
which taxpayer is not legally obli- 
gated to supply, there would be no 
reasoning sustaining such a rule in 
the absence of statutory authority. 


The statutory control situations 
covered by Sections 671-678 are found 
in Subpart E of the same part (Part I 
of Subchapter J). Here we have a 
different situation, for Congress has 
stated, in effect, that where these sec- 
tions apply, the grantor will be treated 
as the owner of the portion of the trust 
which is controlled in the manner spec- 
ified, and has then set up exceptions, 
which state that the income of the 
trust shall not be taxed to him merely 
because of discretionary authority for 
application or distribution of the trust 
income for support of a beneficiary 
whom he is legally obligated to sup- 
port except to the extent that such 
income is so applied or distributed. 
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In these cases where Congress has 
given the authority to tax the grantor, 
the exception refers to cases where 
the trust income “may be applied or 
distributed for the support or mainte- 
nance of a beneficiary whom the 
grantor is legally obligated to support 
or maintain” without limiting the rule 
by the extent of the legal obligation. 
In other words, the wording of the 
Code sections, taken literally, indi- 
cates that all of the income distrib- 
uted for the support or maintenance 
of the beneficiary-dependent (and not 
just the portion of such amounts as 
relieves the grantor of his legal obli- 
gations) is to be taxed to the grantor. 


It is submitted that because of this 
difference in the origins of Regula- 
tions Section 1.662(a)-4, on the one 
hand, and Code Sections 671-678, on 
the other, the limitation set forth in 
that section of the regulations—namely, 
that the nonbeneficiary taxpayer will 
be taxed only to the extent that trust 
income relieves him of legal obliga- 
tions for support—probably does not 
apply to the cited Code section. 


Danger 


So much for the negative side of 
the picture. Thus far we have attacked 
the arguments of those who have con- 
tende« that the grantor will be taxed 
on oniy so much of the income as is 
used to relieve him of his legal obliga- 
tions. On the other side of the picture, 
let us look at Peierls v. Commissioner,}' 
where it appears that the trustee had 
disbursed a certain amount to the 
guardian to be used for support of the 
minors, but the guardian had not used 
all of the amount disbursed. The 
texpayer-parent resisted the Commis- 
sioner’s contention that the parent 
was taxable on all of the amount dis- 
bursed by the trustee, arguing that 
at most he could be charged only with 


% CCH Dec. 16,957, 12 TC 741 (1949). 
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the amount used by the trustee for 
support of the minors. (There was no 
indication of how the amounts used 
were applied.) In holding against the 
taxpayer, the court pointed out that 
all of the sum in question had been 
distributed by the trustee for the sup- 
port or maintenance of taxpayer’s 
children, and stated: “We are con- 
cerned with what the trustees did and 
not what the guardian did.” In other 
words, the fact that the funds dis- 
tributed did not relieve the parent of 
any legal obligation, and, in fact, were 
not used for support or maintenance 
of his dependents at all, did not help 
him. The mere fact that the funds 
had been distributed for support made 
them taxable to him, regardless of 
whether or not used to relieve him 
of any legal obligation. 


Income Accumulations 


Nor will it necessarily help if the 
trust provides that income is to be 
accumulated and disbursed later. Un- 
der the rules dealing with taxation 
of trusts generally, accumulations of 
income may retain their status as in- 
come when later distributed to bene- 
ficiaries under Sections 665-668. To 
oversimplify the Code provisions, it 
can be stated that where these sec- 
tions apply and income is accumulated 
during prior years and distributed as 
principal in a later year, adjustments 
are made so that the distributee is 
taxed as though the income had been 
distributed in the years earned. In 
the case of attempts to tax the grantor 
with the income of the trust, the regu- 
lations provide: “If any amount ap- 
plied or distributed for the support of 
a beneficiary whom the grantor is legally 
obligated to support is paid out of 
corpus or out of other than income 
of the current year, the grantor is 
treated as a beneficiary of the trust, 
and the amount applied or distributed 
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is considered to be an amount paid 
within the meaning of section 661(a) 
(2), taxable to the grantor under sec- 
tion 662. Thus, he is subject to the 
other relevant portions of sections 
641-668 (subparts A through D). Ac- 
cordingly, the grantor may be taxed 
on an accumulation distribution under 
sections 665 through 668 (Subpart D). 
The provisions of those sections, in- 
cluding the exceptions in section 665, 
are applied on the basis that the 
grantor is the beneficiary.” ** 


Obviously, we must study in some 
detail the provisions of the Revenue 
Code dealing with such accumulation 
distributions, to determine where help 
can be obtained through requiring 
accumulations of income. Under Sec- 
tion 665(b) the accumulation provi- 
sions apply only if in the taxable year 
the amount of the accumulation dis- 
tributed exceeds $2,000 and the accumu- 
lation does not include amounts (1) 
paid, credited, or required to be dis- 
tributed to a beneficiary who was 
under 21 years of age or unborn when 
it was accumulated, (2) paid or cred- 
ited to a beneficiary to meet his emer- 
gency needs and (3) paid or credited 
to a beneficiary as a final distribution 
of a trust if the distribution is made 
more than nine years after the date of 
the last transfer to the trust. 


There is another exception which 
applies only to trusts in existence as 
of January 1, 1954, which appears to 
have no importance in this discussion. 


Conclusion 


From the above it appears that we 
can feel reasonably safe in recom- 
mending the use of short-term trusts 
in appropriate instances where the 


grantor is not legally obligated to 
support the beneficiary of the trust. 
This would be the case where there 
is no legal requirement for support 
of an adult relative under state law, 
or where, although there is a require- 
ment if the relative is without funds, 
an adult relative has sufficient means 
for minimum support but, as a prac- 
tical matter, the grantor desires to 
supplement what is already available, 
either to make for more comfortable 
living or to provide for education. 


In addition, it appears that short- 
term trusts may be used where the 
beneficiary is a dependent of the grantor 
and, in lieu of distributing current 
income for support of the beneficiary, 
the income is to be accumulated and 
(1) the distributions out of past in- 
come accumulations will not exceed 
$2,000 in any one year; or (2) trust 
income accumulated until 
needed by the beneficiary and, under 
the laws of the state in question, the 
grantor is not legally obligated to sup- 
port the beneficiary after he becomes 
21 years of age, assuming there are 
no distributions before that age; ** or 
(3) the accumulations are to be dis- 
tributed only at the termination of 
the trust, and care is taken to assure 
that no transfers to the trust are made 
within nine years of such termination 
distribution. 


is to be 


Of course, where someone other 
than the grantor is legally obligated 
to support the beneficiary, only the 
sum used to relieve such nonbeneficiary 
taxpayer of his legal obligation for 
support will be taxed to such non- 
beneficiary taxpayer." 


Somewhat oversimplified, short-term 
trusts are useful where the grantor is 





* Regs, Sec. 1.677(b)-1(b). Cf. Regs. 
Secs. 1.674(b)-1(b)(1) and 1.678(c)-1. 
* Under Regs. Sec. 1.677(b)-1(b), if ac- 


cumulated income is distributed to a de- 
pendent, the accumulation rules are applied 
as though the grantor were the beneficiary, 
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and, so, if we assume that the grantor is 
over 21, the accumulations will not be 
treated as amounts accumulated while the 
beneficiary was unborn or under 21. 

™ Regs. Sec. 1.662(a)-4. 








not legally obligated to support the 
beneficiary; and, in addition, trusts 
for the education of minor dependents 
of the grantor appear to be useful for 
splitting up taxable income where, in- 
stead of the current income of the 
trust being used each year, the income 
is to be accumulated until the minor 
ceases to be a dependent and the prin- 
cipal is sufficiently large to meet the 
financial need, at which time most of 
the distributions will be made out of 
principal. Apparently, under these cir- 
cumstances, only the current income 
of the trust for the year in question 
will be taxed, and this will be taxed 
to the beneficiary because it will not 
be distributed to a “dependent.” There 
is no authority for taxing the grantor 
because of distributions to a former 
dependent.*® 


There is another interesting pos- 
sibility. Suppose that instead of the 
trustee being required to distribute 
current income for the support or 
maintenance of a minor beneficiary, 
the trust simply provides that the in- 
come be distributed to the beneficiary. 
As a further safety precaution, the 
guardian of the beneficiary may ac- 
cumulate the income so distributed 
during the year of distribution, but 
in a later year may use it to provide 
the beneficiary with luxuries which 
no one else is required to supply. Since 
the accumulation of income is by the 
guardian, and not by the trust, the 
“throw back” provisions of Code Sec- 
tions 641-668 should not apply, and 
income of the trust is not used for the 
support of a dependent of the grantor 
in the year in which that income is 





* Distributions of income accumulated be- 
fore the beneficiary is 21 will not be treated 
as “accumulation distributions” under Regs. 
Sec. 1.677(b)-1(b), apparently because, at 
the time the distribution is made, the bene- 
ficiary is no longer a dependent. Accord- 
ingly, the provisions of Code Sec. 665(b) (1), 
excluding from “accumulation distributions” 
accumulations occurring while the benefi- 
ciary is under 21, should apply. 
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distributed by the trust, funds of the 
guardianship being used instead. Un- 
der the circumstances it is difficult 
to see how the grantor can be taxed 
with the income under any statutory 
provision of the Code. Nevertheless, 
in view of the instances in which 
“step transactions” have resulted in 
the court’s looking through form to 
substance, the wisdom of recommend- 
ing the use of this device may be 
questioned. 


In any event, when we are dealing 
with a trust which provides that the 
income is to be distributed currently 
in providing for the support or main- 
tenance of a dependent of the grantor, 
there is, at best, a very real danger 
that the latter will be taxed on all 
distributions of income or accumula- 
tions. From the taxpayer’s point of 
view we may hope that the Internal 
Revenue Service will clarify this situa- 
tion and be liberal in its interpretations. 
However, in view of the Commis- 
sioner’s diligence, and the matters pre- 
viously noted, there is extreme danger in 
counselling the use of trusts for division 
of taxable income where the bene- 
ficiary is a dependent of the grantor, 
unless the client is aware of the fact 
that he, as the grantor, may well be 
treated as having received taxable in- 
come to the extent of such distribu- 
tions, even though they exceed in 
size the amount of his legal obligation 
for support. Even where current in- 
come is to be accumulated for dis- 
tribution in a later year, the footing 
may be a little tricky, and results will 
depend on state law in most cases." 


[The End] 


* For example, as to liability in California 
for support of needy parents and, under 
certain circumstances, for support of adult 
children, see California Civil Code Sec. 206; 
37 Calif. Jur, 2d, Parent and Child, Sec. 26 
and Sec. 59 and following. Of course, we 
are again assuming that Regs. Sec. 1.662(a)-4 
does not apply to cases where the grantor 
is taxable under Code Secs. 671-678. 
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Corporate Benefits in Using 
the Sale-Leaseback Device 


By HARVEY GREENFIELD 


The value of the sale-leaseback device lies in the increase in working 
capital that results from the sale and the deductibility of 

rent that results from the lease. This article describes various 
applications of the sale-leaseback, illustrates its benefits and warns 
against its pitfalls. The author is a New York City attorney. 


OCAL COMMUNITIES show increasing willingness to provide 
industrial sites and plant financing in order to attract new industry 
to the area. The lease has been used for this purpose extensively. 


Because of tax exemption features, such new financing is secured 
at a comparatively lower interest rate. The plant structure is usually 
exempted from local property taxes. Because of these economies, it is 
easier to pay for the plant during the early years when its facilities 
are most productive. Afterwards, the tenant can utilize the modern 
building more effectively because of low fixed obligations. Due to the 
52 per cent corporate tax rate, the taxpayer would have to earn double 
the difference between the yearly amortization of the mortgage loan 
and the annual depreciation if it should finance the factory itself. 


For example, one southern city issued tax-exempt revenue bonds 
totaling $330,000 to finance such a plant. The building was leased for 
25 years on the basis that the rent covered interest and amortization 
due on the bonds. The tenant was given an option to renew for an 
additional 25-year term at $1 per year. 


Several years ago, an investment banking firm offered another 
formula involving community financing which warrants consideration. 
This firm sold a tax-exempt bond which was convertible into the 
common stock of the corporation which leased the plant built by a 
city from the proceeds of the security sale. The bonds had maturities 
ranging from 1952 to 1989 and paid interest at 5 per cent. The cor- 
poration tenant agreed to buy the bonds on the basis of 500 shares of 
its common stock per $1,000 bond at any time during the initial five 
years. Three hundred and thirty shares per $1,000 bond were offered 
in the second five years, 250 shares in the third five years and 200 
shares in the last ten years. This arrangement gave the company an 
added advantage. It pays a low rent for the new plant because of the 
tax exemption features. If the company’s common stock proves attrac- 
tive, the bonds will be exchanged for that stock. Then the company will 
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be able to improve its cash position by 
selling the tax-exempt bonds, which 
sometimes may be more marketable 
than the company’s common stock. 


Sometimes a community, or an- 
other subdivision of state or local 
government, will donate property or 
give money for property purchase to 
a corporation as an inducement to 
locate within its area. Under former 
law, the corporation could take a de- 
preciation deduction on such property. 
However, the 1954 Internal Revenue 
Code provides that property received 
as a contribution to capital from a 
person other than a stockholder must 
be given a zero basis if received after 
June 22, 1954. If money is received to 
purchase property, the basis of prop- 
erty acquired with the money must 
be reduced by the amount of the con- 
tribution if the property is acquired 
within a 12-month period beginning 
on the day the contribution is re- 
ceived. If the amount of money 
received exceeds the cost of any prop- 
erty acquired during the 12-month 
period, the excess must be applied to 
reduce the basis of other properties 
held by the taxpayer. Such excess is 
applied against the basis of depreci- 
able property, amortizable property, 
depletable property, and all other re- 
maining properties, in that order. 


This may sound forbidding, but, in 
actuality, these rules encourage a 
sale-leaseback of the property con- 
tributed by the community. Such a 
transaction enables the corporation to 
secure a yearly rental expense, deduc- 
tible from ordinary income, at the 
cost of a capital gains tax, simultane- 
ously increasing the corporation’s 
working capital. 


For example, a locality donates a 
plant valued at $200,000 to a corpora- 
tion. Since the plant has a zero tax 
basis under current law, no deprecia- 
tion will be allowed the corporation. 
However, the organization may sell 
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the plant after more than six months 
for $200,000, paying a capital gains 
tax of $50,000. Working capital is 
increased by $150,000, and the cor- 
poration enters into a long-term lease, 
paying rent which is fully deductible 
for tax purposes. 


Leasebacks Involving Gifts, Trusts 
and Foundations 


A man who owns property may 
consider establishing a trust so that 
the income from his property will ac- 
crue for the benefit of his family. The 
trust may then lease the property 
back to the person establishing the 
trust, who is known as the “grantor.” 
Rent deductions thereafter made by 
the grantor have been held valid for 
tax purposes. At the same time, court 
hostility to this device requires those 
considering it to check carefully with 
their legal advisers. 


If this arrangement is permissible, 
its advantages are readily apparent. 
The corporation may use the new 
depreciation options to depreciate its 
property more rapidly. If a substan- 
tial useful life remains for the prop- 
erty after it has been almost fully 
depreciated, it may be wise to attempt 
to sell the property to a corporation, 
charitable foundation or trust, taking 
a lease on the property for the bal- 
ance of its life. If the buying 
corporation is controlled by the stock- 
holders, negotiations may be expe- 
dited. 


Any profit realized on such a deal 
is taxed at the capital gains rate. 
Rent is a deduction from ordinary 
income, while the purchaser deducts 
his depreciation on the new cost basis. 
If a trust is utilized, the trust may be 
taxed in a bracket lower than that of 
the selling corporation. If the sale is 
made to a charitable foundation, the 
rent income which it receives is tax- 
free except to the extent that the 
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foundation borrows money to com- 
plete the purchase, providing the 
lease exceeds a five-year period. If 
the individual or corporation makes 
a gift of the property and then leases 
the property back, the recipient of the 
gift must depreciate his acquisition on 
the basis of the donor’s cost. 


To summarize, careful planning 
must be done when leasebacks are 
arranged within the area of estate 
planning and charitable giving. Some 
of the factors for consideration are: 


(1) Designating an 
trustee. 


independent 


(2) Fixing the duration of the 


trust. 

(3) Considering the lease of prop- 
erty already in trust. 

(4) Proving business motivation to 
avoid the claim of a disguised divi- 
dend if the rent is paid directly to a 
stockholder. 


(5) Setting reasonable rents and 


sales prices which can be compared 
to going market rates. 


Sale-Leaseback Transactions in 
Pension and Profit-Sharing Plans 


When a corporation has a trusteed 
pension or profit-sharing plan for its 
employees, it may be possible to 
benefit the plan through using the 
sale-leaseback transaction. These 
transactions are relatively safe. They 
are usually profitable because the 
trustee-buyer recovers its original 
investment plus interest over the life 
of the lease and, also, has continued 
ownership of the property at the end 
of the lease, thus securing substantial 
residual values. Such an investment 
may prove more attractive than alter- 
native investments sought normally. 
The transaction may result in benefit 
to the corporation through the secur- 
ing of additional working capital. 
This capital may produce additional 
profits, thus benefiting the _profit- 
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sharing plan. If a pension plan is 
involved, it is possible that future 
payments on the funding of benefits 
at retirement are reduced. 


To satisfy the requirements of the 
Internal Revenue Service, the inter- 
ested corporation must meet the test 
for an “arm’s length transaction.” 
There must be adequate consideration 
for the transfer of the assets to the 
trustee, and rent paid under the lease 
must be reasonable. If there is exces- 
sive rental or too small a considera- 
tion, the Treasury Department could 
hold that the transaction. constitutes 
additional contributions by the cor- 
poration to the employee’s trust. The 
measure of the contribution would be 
the amount of the excess rental pay- 
ment or the difference between the 
fair market value of the property and 
the consideration actually received. If 
such a determination was made, these 
added payments would be subject to 
the limitations of the Internal Rev- 
enue Code for contributions to pen- 
sion and profit-sharing trusts. Thus, 
the excess amounts might not be de- 
ductible in a specific year where the 
profit-sharing plan provides a fixed 
formula basis of determining the con- 
tribution. On the other hand, too 
great a consideration, or an inade- 
quate rental, might result in disquali- 
fication on the basis that the trust 
was not being run for the exclusive 
benefit of the employees. 


If the trust should finance the pur- 
chase of the property through bor- 
rowing, and if the lease exceeds a 
five-year period including extensions 
or options to renew, it is possible that 
lease rentals may be defined as unre- 
lated business income and thus be 
taxed to the trust. This possibility 
indicates the need for competent legal 
counsel when such transactions are 
being arranged. 


The 1954 Code definition of “related 
taxpayers” indicates that no deduc- 
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tion will be allowed for any losses 
which may be incurred in a sale-lease- 
back transaction between an employer 
and its trusteed pension or profit- 
sharing plan. On the other hand, 
gains in such transactions will be sub- 
ject to tax, 


A variation of this procedure can 
provide for a transfer of the property 
to a trust in order that it may cover 
the funding of retirement benefits. 
Thus, a sale is avoided, and property 
is substituted for cash. In such a 
case, it would be desirable to transfer 
newly acquired property to the trust 
because no gain or loss would be real- 
ized by the transferor corporation, 
since the fair market value of the 
property contributed would equal its 
cost. 


By employing a contribution in 
property, the taxpayer is preserving 
working capital. In addition, the cost 
of fixed assets is converted into a 
tax deduction. Where the property 
value is in excess of the allowable 
pension contribution for the year, the 
excess can be applied against pay- 
ments which have to be made in sub- 
sequent years. 


Opportunities for Tax Savings 


If the owner has held his property 
for more than six months, its sale in 
the leaseback transaction will be tax- 
able on a long-term capital gain basis 
at the maximum 25 per cent rate. The 
leaseback method is especially helpful 
when the current cost basis of build- 
ings and equipment is considerably 
below present market values. This 
condition exists frequently when the 
property was bought or constructed 
during the depression or prior to to- 
day’s high cost structure. 


In addition, the seller-lessee will be 
able to deduct its rental expense from 
income taxes. Assuming that the 
leaseback transaction involved land 
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as well as buildings, it is reasonable 
to assume that deductible rent will 
include the value of the land. This 
feature is among the most important 
in leaseback transactions because of 
the nondepreciable nature of land. 


In addition to these advantages, the 
corporation will be able to secure 
additional working capital from the 
proceeds of the plant and equipment 
sale. 


An example may illustrate these 
advantages. The Basic Products Cor- 
poration owns a factory which has a 
present market value of $1,500,000. 
The land has a basis of $100,000 and 
the plant, itself, after depreciation, 
has a current cost basis of $300,000. 
If the depreciable life remaining is 
20 years, Basic Products will be al- 
lowed a deduction for depreciation of 
$15,000 yearly. The corporation de- 
cides to enter into a leaseback trans- 
action. It sells the factory and the 
land for $1,500,000 and agrees to lease 
the building for 20 years at $125,000 
yearly. The company realizes an im- 
mediate capital gain of $1,100,000. 
This figure is based on the sales price 
of $1,500,000 less $400,000, the cost 
basis of land and buildings. A 25 per 
cent tax applies to this figure. After 
paying the capital gains tax of 
$275,000, the corporation secures an 
immediate increase in working cap- 
ital of $1,225,000. Rent will be paid 
for 20 years, but since the rent is fully 
deductible from taxes, the annual net 
cost is only $60,000 after taxes. 


The leaseback technique can also 
be used if property has declined in 
value. If today’s market value is 
lower than the tax basis allocated to a 
property, a leaseback transaction may 
give the seller a fully deductible Joss. 
The taxpayer secures a rental deduc- 
tion and increases his working capital. 


To illustrate, let us assume the 
property of the Basic Products Cor- 
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poration has a present tax basis of 
$2,500,000 instead of $400,000. The 
sale price of $1,500,000 thus results 
in a fully deductible loss of a million 
dollars. This gives the corporation a 
$520,000 tax saving. Yearly rental of 
$125,000 continues to be available as 
an annual tax deduction. The cor- 
poration’s working capital will be in- 
creased by $2,020,000, consisting of 
$1,500,000 from the sale of the prop- 
erty plus the $520,000 tax saving. 


Advantages to Purchaser-Investor 


Real estate investors stress the tax 
advantages which frequently make 
real estate more attractive than other 
types of income-producing invest- 
ments. Real estate ownership hedges 
against inflation as the value of real 
property fluctuates less than many 
other investment forms. The annual 
depreciation deduction reduces the 
amount of income subject to tax, thus 
producing some of the tax advantages 
of tax-exempt bonds. This factor is 
not present when investments are 
made in corporate bonds, mortgages 
or stocks, except to the limited extent 
provided by present income tax regu- 
lations on dividend income. 


Foreign Leasebacks 

In recent years sale-leasebacks have 
taken place outside the territorial lim- 
its of the United States. This grow- 
ing field of leaseback investment 
comes about because foreign real es- 
tate is not included in a decedent's 
estate for tax purposes. In general, 
if a foreign estate tax is assessed on 
the property, it will be at a lower 
rate than the United States tax. 


To illustrate, if an investor antici- 
pates leaving a net taxable estate of 
$500,000 and transfers $200,000 of his 
assets into foreign real estate, he will 
achieve estate tax savings unless the 
foreign tax rate is in excess of 31 per 
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cent. The taxpayer will have to meas- 
ure potential tax savings against 
added risk connected with his invest- 
ment. A thorough study should be 
made of tax rates in the foreign coun- 
try and of the stability represented in 
the foreign government. 


Tax Disadvantages 


When property is sold in a sale- 
leaseback transaction, a capital gains 
tax will be payable if there has been 
appreciation in the property. In con- 
trast, if the property is mortgaged, no 
tax will be due on the receipt of the 
mortgaged funds. These funds may 
total as much as two thirds of the 
property’s full value. 


Improvements 


Congress last year enacted an 
amendment to the Internal Revenue 
Code, laying down specific rules as to 
when the cost of the improvement 
may be amortized during the initial 
lease term and where the renewal 
options must be considered in fixing 
the period of depreciation. This pro- 
vision applies where the tenant leased 
the property originally without own- 
ing it previously or where the trans- 
action took the form of a sale and 
leaseback. These new provisions 
will be applicable in determining the 
amount allowable to a lessee as a 
deduction (1) for any building or 
improvement on the leased property 
if the portion of the lease (excluding 
renewal periods) remaining upon 
completion of the building or other 
improvement is less than 60 per cent 
of the useful life of the building or 
improvement, or (2) for the cost of 
acquiring the lease if less than 75 per 
cent of the cost is attributable to the 
term of the lease (excluding renewal 
periods) remaining on the date of its 


acquisition. This new section will 
provide that in determining the 
amount allowable as a deduction, the 
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term of the lease is to be considered 
as including any period for which the 
lease could be renewed, extended or 
continued under the lessee’s option. 
However, this treatment is not to 
apply if the lessee can show that, as 
of the close of the taxable year, it is 
more likely that the lease will not be 
so extended. 


Illustrating the above are the fol- 
lowing examples: 


(1) A lessee finishes the building 
of a structure having an estimated 
useful life of 40 years, where a lease 
has 20 years to run, with an option 
to renew for 25 years. The portion of 
the lease term (without regard to 
renewals) being less than 60 per cent 
of the useful life of the structure, the 
term of the lease includes the renewal 
period and is, thus, 45 years. The 
estimated life of the structure being 
less than 45 years, it is depreciable 
over its 40-year useful life. However, 
if the lessee establishes that as of the 
close of the current taxable year it is 
more probable that the lease will not 
be renewed, he may amortize the cost 
of the building over the 20 years 
remaining on his lease. 


(2) A lessee pays $20,000 to ac- 
quire a lease for 25 years, with two 
options to renew for periods of ten 
years each. Of the lessee’s costs, 
$17,000 was paid for the initial 25-year 
lease. Since more than 75 per cent 
of the cost is attributable to the ini- 
tial 25-year period, the $20,000 cost is 
amortizable over 25 years. 


In cases where the lessor and the 
lessee are related, the lease is to be 
treated as including a period of no 
less duration than the remaining use- 
ful life of such improvement. Specific 
language defines when a lessor and 
lessee would be considered as related 
under this section. 


If the special rules for determining 
the allowable deduction for deprecia- 
tion or amortization do not apply, the 
deduction for any building or im- 
provement or the cost of the lease 
would be based upon the term of the 
lease (excluding renewal periods) un- 
less it has been renewed or there is 
reasonable certainty that it will be 
renewed. The amendments apply to 
costs of acquiring a lease incurred, 
and improvements begun, after July 
28, 1958 (other than improvements 
which, on July 28, 1958, lessee was 
under a legal obligation to make). 


Language of Lease 


A lease must be drawn to correctly 
reflect the intent of the parties. In 
turn, that intent must be reasonably 
apparent from results achieved. The 
usage of terms such as “lease,” “les- 
sor,” “lessee” and “rental” is not 
sufficient to qualify the lease pay- 
ments as deductible items if it is 
apparent that the lease is merely a 
disguised conditional sales contract. 
This is very important as the rental 
payments on a leaseback transaction 
may include a large portion of land 
valuation. If such contracts should 
be held conditional sales, the only 
deduction available would be for 
amortization of the improvements 
standing on the land since land is a 
nondepreciable asset. 


Further, the Tax Court has enun- 
ciated the rule that the payments 
made by a lessee will be considered 
as payments on the purchase price of 
the property if the total rent to be 
paid is in excess of the depreciation 
and remaining property value.’ 


At the same time, the United States 
Court of Appeals for the Fifth Cir- 


(Continued on page 1040) 





~ *See Chicago Stoker Corporation, CCH 
Dec. 17,542, 14 TC 441; Judson Mills, CCH 
Dec. 16,485, 11 TC 25; Breece Veneer & 
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Panel Company, CCH Dec. 20,589, 22 TC 
1386, rev'd, 56-1 ustc J 9485, 232 F. 2d 319. 
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Protecting Qualified Plans 
with Mutual Funds 


By LEWIS G. KEARNS 


The author proposes that qualified pension and profit-sharing plans 
follow the lead of many thrift plans and protect 

the purchasing power of employee contributions by permitting 

their investment in the shares of mutual investment trusts. 


M*’** PENSION PLANS are under pressure because they have 
shown inadequate investment performance or insufficient pro- 
tection for the purchasing power of annuity payments. 


Voluntary contributions to qualified plans, invested in mutual 
funds which provide a different type of investment than is being pur- 
chased with the employer’s contribution, may solve the problem. 


There is nothing new about contributory plans. In many indus- 
tries these are the standard forms. The contributions by employees 
are usually invested in the same type of investment (annuities, pooled 
funds, etc.) as the employer’s contributions. The employee’s con- 
tribution accomplishes one purpose of reducing the employer’s cost 
by building up a fund contributed in part by the employee; if invested 
differently, it might also accomplish another purpose of providing 
diversification of investments within the retirement fund. 


There is nothing really new about qualified thrift plans, either. 
Many industrial giants have installed plans in which the employee 
voluntarily contributes, with the company matching on some percent- 
age or formula related to profits. These plans have shown somewhat 
more originality and flexibility in investment than have contributory 
pensions plans. For example, some plans provide that the employee's 
money goes into bonds or defensive securities, but the employer’s 
money goes into company common stock. Other plans give the em- 
ployee the choice between, for example, savings bonds, company stock 
or mutual funds. I propose extending this approach—permitting in- 
vestment selection, such as mutual funds, by employees for their 
voluntary contributions in pension and profit-sharing plans as well 
as thrift plans. 


Revenue Ruling 59-185 states that employee contributions to 
qualified plans are deemed to be reasonable up to 10 per cent of com- 
pensation. Until this ruling was issued, there was a variance in field 
interpretation on the limits to which employee contributions might go. 
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Assuming that the way is reasonably 
clear to allow voluntary contributions 
up to 10 per cent of compensation, the 
following are the advantages of such 
plans: 


(1) Investment performance im- 
proved.—Part of the increased in- 
terest in variable annuities and greater 
use of common stocks arises from the 
frequent lack of investment growth in 
retirement funds, particularly during 
the long period of growth in the na- 
tional economy and rising stock prices. 
The typical insured pension plan, for 
example, is invested entirely in fixed- 
dollar securities—bonds and preferred 
stocks—which guarantee delivery of 
the proper dollars at maturity—but 
not the purchasing power of those 
dollars nor the opportunity for growth 
with the national economy. Many 
such plans are being reviewed or 
amended to seek ways to add common 
stocks and permit the opportunity for 
improved investment performance. 


Perhaps it would be better to leave 
many such plans undisturbed, par- 
ticularly those involving small em- 
ployee groups, but to add the volun- 
tary contribution feature. This would 
enable employees to provide their 
own investment balance by the selec- 
tion of investments, such as mutual 
funds, which would have features off- 
setting those in the fixed-dollar sec- 
tion of the fund. In other words, if 
the employees want another type of 
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investment to supplement the guaran- 
tees which the employer is supplying, 
they can provide it themselves. 


(2) Investment diversification im- 
proved.—Bonds and preferreds are a 
single type of investment—of the 
fixed-dollar form. In some funds com- 
mon stocks have been introduced, but 
perhaps few in number and some- 
times only those of the employer com- 
pariy. Many profit-sharing plans invest 
in the securities of the employer 
company. 


The employee’s voluntary contri- 
butions invested in mutual funds with 
professionally selected and varied port- 
folios will add diversification, which 
only is possible through holdings in 
many different companies and indus- 
tries. 


(3) Employee thrift aided.—One of 
the benefits in any contributory ar- 
rangement is that it encourages, or 
requires, the employee to save money 
for later emergencies or enjoyment. 


To the degree this is done, the re- 
tirement benefits paid by the employer’s 
contribution are more likely to do the 
job for which they were intended. In 
other words, there is more likelihood 
that the employee will actually have 
a happy retirement if his retirement 
income comes from a third source— 
personal savings—in addition to the 
basic two—employer’s contributions 
and social security. 
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Regularity can be added by per- 
mitting contributions to be received 
from payroll deductions. 


(4) Taxes saved.—Revenue Ruling 
59-185 gives the ground rules: 


“The tax advantages provided under 
a qualified employees’ plan were not 
intended by Congress to be extended 
to unlimited contributions by employ- 
ees which are made primarily to es- 
cape tax on the increments thereon. 
However, where the purpose of such 
a feature in a plan is to encourage 
savings by participants, the Internal 
Revenue Service permits employee 
contributions to such plans provided 
the contributions are kept within rea- 
sonable bounds. In this respect, em- 
ployee contributions are deemed to be 
reasonable where they are not in ex- 
cess of ten percent of compensation. 
Of course, the additional contribu- 
tions voluntarily contributed by the 
employees must be used only for the 
purpose of providing benefits to the in- 
dividual contributor in addition to 
the benefits to be provided by the em- 
ployer’s contributions. 

“Accordingly, it is held that an em- 
ployees’ pension, profit-sharing or 
stock bonus plan will not fail to qualify 
under section 40l(a) of the Code 
merely because it provides for volun- 
tary contributions by employees of up 
to ten percent of their compensation, 
provided employer contributions or 
the benefits are not geared to em- 
ployee contributions.” 


Although the employee contributes 
from compensation after personal in- 
come taxes, the investment which is 
purchased, and earnings thereon, come 
under the tax shelter of a qualified 
trust. The employee is thus able to 
accumulate much faster within a tax 
exempt trust than through personally 
owned fully taxed securities. 


(5) Flexibility in benefits in- 
creased.— Benefit committees at re- 


Protecting Qualified Plans 





lf America is to be run by the 
people, it is the people who must 
think. And we do not need 

to put on sackcloth and ashes to 
think. Nor should our minds work 
like a sun dial which records only 
sunshine. Our thinking must square 
against some lessons of history, 
some principles of government and 
morals, if we would preserve 

the rights and dignity of men 

to which this nation is dedicated. 
—Herbert Hoover. 


tirement are often faced with disturbing 
decisions as to whether they should 
distribute all or part of a participant’s 
share, and whether in a lump sum or 
in installments. 


If two funds are available—perhaps 
a fixed-dollar fund contributed by the 
employer and a dynamically invested 
fund contributed by the employee— 
more flexibility is possible. For ex- 
ample, the employee might receive 
(1) either or both in lump sum, (2) 
either or both in installments, assum- 
ing that the voluntary investment was 
so made as to lend itself to install- 
ment withdrawal, or (3) combina- 
tions of (1) and (2). A distribution 
of mutual funds in a lump sum to an 
employee, in kind, might have a special 
charm because it would place in his 
hands an investment capable of flex- 
ible use at retirement, with no new 
acquisition cost to him. 


I have been recommending installa- 
tion of these arrangements and have 
been pleased to see them show a prac- 
tical success. The principles are plain. 
The mechanics, including possible 
amendment of the plan to allow for 
such voluntary contributions, are rela- 
tively simple. In addition, this is one 
of the few situations where an em- 
ployer can make it possible for the 
employee to have an added “fringe 
benefit”—at no cost to himself. 


[The End] 
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Among the books of interest to tax men which are 


BOOKS 


reviewed this month are John Alan Appleman's How 


to Increase Your Money-Making Power and a modern, 
up-to-date handbook on life and health insurance. 


Appleman on Estate Planning 


How to Increase Your Money- 
Making Power. John Alan Appleman. 
Frederick Fell, Inc., 386 Fourth Ave- 


nue, New York 16, New York. 1959. 
318 pages. $4.95. 
To those who know of and use 


Appleman on Insurance, this latest 
title, How to Increase Your Money- 
Making Power, may seem like a strange 
book coming from the pen of the 
pedantic expert on insurance law. 
But when you read how this latest 
book was born, the book becomes a 
natural. For many years, Mr. Apple- 
man planned the estates of successful 
persons in professions, commerce, 
manufacturing, insurance, ranching 
and oil. And much of the philosophy 
and advice contained in this book 
comes from the combined experience 
of these successful men. 


It is an inspirational book designed, 
probably, for an audience of young 
adults. It urges them to save, to in- 
vest wisely and, thus, in their declining 
years, gather the fruit from the tree 
of success which they planted and so 
carefully cultivated. Every young 
person should realize that the purpose 
of his adult business life is the build- 
ing of his own estate. To do this, he 
needs a job. Having secured himself 
well in the job, he must look for op- 
portunities to build that estate with 
his surplus funds. The surplus funds 
can be invested either in stocks, mort- 
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gages or other businesses. The job is 
not the whole life. It is the means to 
the end—a personal estate. 


The book discusses opportunities 
in the stock market and advises alert- 
ness in the quest of capital gains. The 
book tells of the opportunities of buy- 
ing into businesses, citing the suc- 
cesses of Louis E. Wolfson, although 
we think the best quoted advice is 
E. W. Scripps’ success formula. Mr. 
Appleman ends the book thus: 


“Neither I nor anyone else can tell 
you everything that helps you in- 
crease your money-making capacity 
and guard the money you make. I 
have tried to select significant things, 
bearing in mind I am writing only 
one book of convenient size. 

“But if you have followed through 
with me, I believe you now own, at 
least, a good basic knowledge of what 
makes the money-wheels go ‘round. 
You know where to look for money- 
making possibilities, how to guage 
your own capacity to handle them, 
and how to handle them if they really 
are for you. 


“You have gained, I hope, the con- 
ception that money is something more 
than a crinkle in your billfold. You 
know how money makes credit, and 
how relatively small amounts of money 
can swing great weight at the right 
time. You know the major hows and 
whys of stocks, and other securities. 
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Above all, you know the enormous 
power of money to make money. 


“By sharing the experiences of some 
very successful men, I hope you have 
come to see the basic requirements of 
success, and why it goes hand in hand 
with hard work and enthusiasm, Also 
you have seen where failure comes 
from; how the seeds of disaster can 
be sown—and watered and fertilized, 
too—with the same energy that brings 
success when it is well-directéd. 


“We've sat down for a talk with 
the youngsters. And in the last 
chapter I have poked into your family 
affairs but here too with the 
benefit of professional counselors in 
family financial problems. 


“Our economy is full of wealth. 
You can have enough of that wealth 
to give you solid security, even con- 
siderable luxury. There is no secret 
to the process. There is, to be sure, 
an element of chance, but you have 
seen how to make the laws of chance 
work somewhat your way. 


“You may make a million, ten mil- 
lion. I have seen many men, acting 
on similar principles, make much 
more money than I ever expect to 
see. More power to you! The drive, 
the integrity, the will to win must 
come from within yourself. But now 
you know the ways to encourage that 
drive and to take your steps in the 
right direction.” 


And we think he has fulfilled his 
purpose. 


Association Activities 


Federal Tax Aspects of Association 
Activities. George D. Webster. Cham- 
ber of Commerce of the United States, 
Association Service Department, 1615 
H Street, N. W., Washington 6, D. C. 
1959. 114 pages. $4.50. 


George D. Webster, a Washington, 
D. C. attorney, has prepared a book 


Books 


for the Chamber of Commerce of the 
United States to assist member asso- 
ciations in continuing to conduct 
activities and programs in the public 
and business interest with as little 
impingement of the federal tax ex- 
emption as possible. The book shows 
in detail the current tax situation with 
respect to association activities. 


A quotation from a decision of 
Judge Kern of the Tax Court forms 
the theme of the book: 


“(1) It must be ‘an association of 
persons having a common business 
interest’; (2) its purposes must be to 
promote that common business in- 
terest; (3) ‘its activities should be di- 
rected to the improvement of business 
conditions of one or more lines of 
business’; (4) it should not be engaged 
in a regular business of a kind ordi- 
narily carried on for profit; and (5) 
its activities should not be confined 
to ‘the performance of particular serv- 


x” 


ices for individual members’. 


Facts About Life and 
Health Insurance 


Life and Health Insurance Hand- 
book. Edited by Davis W. Gregg. 
Richard D. Irwin, Inc., 1818 Ridge 
Road, Homewood, Illinois. 1959. 1,060 
pages. $14.50. 

Aside from its practical value to 
anyone connected with the life and 
health insurance industry, this book 
could very well be included in any 
good law library. 

The Handbook’s 69 chapters are 
divided into six main sections: (1) 
“Personal Life Insurance,” (2) “Life 
Insurance for Business Purposes,” (3) 
“Programing and Estate Planning,” 
(4) “Health Insurance,” (5) “Life 
Underwriting and Sales Management”’ 
and (6) “The Institution of Life In- 
surance.” 

(Continued on page 1046) 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 
administrative rulings. This department's scope includes the following 
types of taxes: income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


OUISIANA is girding its loins for a court fight on the constitution- 

ality of P. L. 86-272 (S. 2524), which enacted a new federal limita- 
tion on the power of the states to tax income derived from interstate 
commerce. A discussion of the act and its text were provided in this 
department last month. 


Robert L. Roland, Louisiana Collector of Revenue, has stated 
that as soon as the proper case comes along his state will challenge the 
constitutionality of the act. His statement was made before a Tax 
Executives Institute meeting in the latter part of September. 


Voices of other state tax officials are being raised against the 
new law. Fred L. Cox, of the Georgia Department of Revenue, has 
been speaking recently before tax groups and institutes. 


The appropriateness of Louisiana’s testing of the new law is un- 
questionable. The new federal law overrules at least one, perhaps 
both, of two decisions of its supreme court—Brown-Forman Distillers 
and /nternational Shoe—-that mere merchandising assistance or mere 
solicitation of orders was enough to subject a corporation to its taxing 
jurisdiction. Denial of certiorari by the United States Supreme Court 
in the two cases left the state court decisions standing. 


Will the states be successful in challenging the constitutionality 
of the new law? Charles F. Conlon, executive secretary of the Na- 
tional Association of Tax Administrators, said at the Tax Executives 
Institute meeting that he thought they might. He warned that, unless 
they are, more extensive federal regulation may follow. He also said 
that if one “looks at what the law says, and not what people said about 
it,” it is possible that the courts will interpret the statutory language 
to permit maintenance of an office for processing sales orders as part 
of the protected “solicitation of orders,” even though this was not the 
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legislative intent. Conlon voiced con- 
cern over the failure of the states to 
agree upon a uniform allocation of 
income formula, foreseeing Congres- 
sional action if the states do not reach 
agreement. 


A preview of the possible arguments 
the states will use in carrying their 
fight against the new law in the courts 
is provided in talks being made by 
Fred L. Cox. Speaking before the 
Tenth Annual Institute on Taxation, 
Marquette University, at Milwaukee 
on October 15 and before the Cleve- 
land, Ohio Tax Club and the New 
England Tax Officers Association at 
Whitefield, New Hampshire, Cox made 
the following eight-point analysis of 
the unconstitutionality and unwisdom 
of the new law: 


“First, the federal statute perverts 
the statutory rights of the states, rights 
which several states have lawfully 
and uninterruptedly exercised for a 
number of years. For Congress to 
interfere with states’ exercising their 
inherent powers of taxation, about 
which no abuse whatsoever has been 
shown, is destructive to state govern- 
ments, rendering them more subser- 
vient to and dependent upon the Federal 
Government for grants-in-aid. If Con- 
gress is really concerned about the 
taxpayers’ total cost of compliance, 
why should it not direct its attention 
to an area of taxation in which Con- 
gress has undisputed jurisdiction and 
where the latitude for cost reduction 
is unparalleled—that of complying 
with federal tax requirements.” 


[Cox had previously noted that testi- 
mony before the Senate Select Com- 
mittee on Small Business and the 
Committee on Finance reasonably as- 
certains that federal returns and forms 
accounted for 90 per cent of the cost 
of compliance with all returns and 
forms. | 
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“Second, the federal statute tends 
to concentrate wealth in fewer and 
fewer coffers in fewer and fewer states. 


“In 1954, the latest figures avail- 
able to me from the United States 
Department of Commerce [Bulletin 
MC-201 footnoted], 8 states had 
56.82% of the manufacturing estab- 
lishments in the entire nation and 
62.73% of the nation’s manufacturing 
payroll. Three of these 8 states do 
not have an income tax law and they 
account for more than one-third of 
the total business in the 8 states. The 
other 5 states will find it necessary 
to change their apportionment laws 
or the income to which the new fed- 
eral statute grants immunity will es- 
cape state taxation entirely... . 


“Third, the federal statute discrim- 
inates against small and medium- 
sized businesses by forcing them to 
bear the burden of tax for which big- 
businesses are granted immunity. A 
small business, domiciled in and taxed 
upon its profits by its home state is 
compelled to compete at a discrimina- 
tory disadvantage when a large multi- 
state operator is granted immunity on 
profits from exclusively interstate sales. 
The small business must bear the tax 
burden for both. 


“Fourth, state and local govern- 
ments of consuming-income-tax states 
will find it increasingly difficult to 
raise sufficient revenues to supply 
public services and support public 
institutions as more and more multi- 
state operators concentrate their sales 
offices and warehouses in non-income- 
tax states. Some national organiza- 
tions and publications are already ad- 
vocating such a policy. 


“Fifth, the federal statute removes 
the determination of when a business 
is too inconsequential to require the 
filing of a return from the discre- 
tionary judgment of the state tax ad- 
ministrator, where the problem exists, 
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to the cold language of a federal 
statute far removed from the problem. 


“It has been asserted by some of 
the proponents of the federal statute 
that the matter of permitting state 
tax administrators such discretionary 
authority is very frightening and is 
fraught with many evils. However, I 
think it a fair appraisal to say that it 
is no more sinful and is beset with 
no more dangers for a state tax ad- 
ministrator, with all the facts be- 
fore him, to exercise such authority 
than for an arbitrary federal statute 
to do so without regard to facts or 
equity. ... 


“Sixth, the federal statute creates 
many problems and solves few, if 
any. It leaves for judicial determina- 
tion the question of what is solicita- 
tion alone. Is solicitation accomplished 
only by the taking of an order or is 
solicitation accomplished by exten- 
sive promotional activities within the 
state which result in orders? What is 
the correct interpretation of Section 
101(a)(2)? Is not the making of an 
in-state sale by an indirect represen- 
tative of an out-of-state corporation a 
discrimination against the same type 
sale made by a direct representative 
of an out-of-state corporation? Is not 
an in-state authority which binds by 
contract an out-of-state corporation 
an act within the state of the out-of- 
state corporation? Has Congress the 
constitutional authority to retroactively 
nullify a tax accrued to a state whether 
or not the tax had been formally as- 
sessed’? In the absence of a constitu- 
tional amendment to that effect, does 
Congress possess the power to limit 
the states’ power to impose a tax 
unrelated to the regulation of inter- 
state commerce? . . 


[As to the nonregulatory nature 
of a state net income tax and the in- 
ability of Congress, therefore, to limit 
the right of states to levy such a tax, 
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Cox had previously referred to the 
Supreme Court decision in U. S. Glue 
Company v. Town of Oak Creek, 247 
U. S. 321 (1918), which, he said, “held 
that such a tax being imposed on net 
profit after the commerce had ceased 
and all expenses accounted for, so 
far as that taxable period was con- 
cerned, did not violate the commerce 
clause of the federal constitution. . 

If the tax is unrelated to the regula- 
tion of commerce, as the Court has 
always held, it is without the purview 
of federal powers to interfere with 
state prerogatives.” Cox said it was 
his conviction that for Congress “to 
limit the power of the states to impose 
a tax directly on net income, it must 
be done through the medium of a 
constitutional amendment and not by 
an Act of Congress alone.” 


“Seventh, a federal statute which 
whittles away the inherent rights of 
sovereign states and tends toward a 
further centralized economy for tax 
purposes is regrettable and is made 
the more so when accomplished through 
selfish interests and unworthy motives. 


“Tn recent years the Supreme Court 
of the United States has rendered 
decisions which were without support 
of and contrary to prior decisions of 
the Court, decisions which did not 
recognize the constitutional rights of 
the sovereign states. Congress has 
not nullified such decisions, The North- 
western-Stockham decision was sup- 
ported by every decision of the court 
rendered on a like subject for more 
than 40 years, and was a decision 
which did recognize the existence and 
rights of the several states. Yet, Con- 
gress by its action on Senate Bill 2524 
attempts to nullify, at least in part, the 
Northwestern-Stockham decision. 


“Eighth, the act of Congress was 
premature and, as premature actions 
often are, a monumental blunder. . 
Any law or rule which permits the 
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taxpayer to control or alter through 
operational manipulations the amount 
of tax to be paid on profits earned 
from sources within a state is wrong. 
This the new federal statute does.” 


Apportionment for Unitary 
Public Utility Businesses 


Last month, in this department, 
John A. Wilkie, a Madison, Wis- 
consin economist, proposed a set of 
formulae. for taxing the income of 
unitary finance and insurance busi- 
nesses. This month, noting that the 
proposed Uniform Division of In- 
come for Tax Purposes Act does not 
cover the activity of public utilities, 
he proposes formulae for state taxa- 
tion of the net income of certain uni- 
tary public utility businesses, namely, 
motor transportation, pipeline and 
telephone and telegraph businesses. 


HE proposed Uniform Division 

of Income for Tax Purposes Act 
does not cover the activity of public 
utilities. A public utility is defined 
as “any business entity which owns 
and operates for public use any plant, 
equipment, property, franchise, or li- 
cense for the transmission of com- 
munications, transportation of goods 
or persons, or the production, storage, 
transmission, sale, delivery, or fur- 
nishing of electricity, water, steam, 
oil, oil products or gas.”* It was 
noted that each state may wish to 
enact separate legislation to appor- 
tion and allocate the income of tax- 
payers subject to the control of its 
regulatory bodies. 


The 1951 Final Report of the Com- 
mittee on Tax Situs and Allocation 


of the National Tax Association pro- 
vided in Rule 2 that “Net income from 

public utility activities shall be 
allocated to a state by means of sepa- 
rate accounting; pravided, however, 
that there shall be an adjustment for 
the contributions made to the produc- 
tion of such net income by headquarters 
activities of an interstate character. 
Such adjustment shall be made by de- 
ducting from the net income allocated 
to the state that portion thereof repre- 
sented by the ratio of headquarters 
payroll to total payroll, and by adding 
to such net income allocated to the 
state that portion of the entire net in- 
come of the taxpayer represented by the 
ratio of headquarters payroll within 
the state to total payroll.” *® 


The committee stated: “With re- 
spect to public utility activities (other 
than transportation and communica- 
tion), it was found that practically 
all of them are presently subject to 
strict state supervision entailing the use 
of separate accounting systems, which 
are regularly and carefully audited 
by the public service commissions of 
the various states.” * 


The committee went on further to 
provide the method of handling head- 
quarters personnel.® 


This article deals with some types 
of public utility corporations that are 
operating on a multistate basis and 
are unitary in character for which 
separate accounting, even with an 
adjustment for headquarters person- 
nel, is inappropriate. These are cor- 
porations engaged in the motor carrier 
business (bus and truck operations), 
pipeline business and telephone and 
telegraph business. 





?Uniform Division of Income for Tax 
Purposes Act, Sec. 2 (35 Taxes 631 (Au- 
gust, 1957)). 

* Act cited at footnote 1, Sec. 1(f). 

* 1951 Proceedings of the Forty-fourth An- 
nual Conference on Taxation (National Tax 
Association, 1952), p. 459. 


State Tax News 


*Work cited at footnote 3, at p. 459. 
*See “State Tax News,” 37 Taxes 936, 
941 (October, 1959) 





Motor Carrier Business 

Where a taxpayer is engaged in 
transporting passengers and/or freight 
by highway over a route extending 
into two or more states there is a 
unitary motor carrier or trucking busi- 
ness. Various apportionment formulae 
have been used by the states to ap- 
portion the net apportionable income 
of such businesses.° The divergence 
of methods used is not only a burden 
in terms of compliance and adminis- 
tration costs but may result in under- 
taxation and over-taxation .of the 
taxpayer's net apportionable income. 
_The allocations may also not be as 
equitable as they should be, or can 
be, within the limits of workability. 


In choosing the factors to be in- 
cluded in the apportionment formula 
for such unitary motor carrier busi- 
ness, it should be kept in mind that 
the net income tax is not a tax on the 
taxpayer's highway use but upon the 
taxpayer's net income attributable to 
or derived from sources within the 
taxing state. Net income is dependent 
not only upon line-haul operations but 
also upon terminal operations. In ad- 
dition to the activities performed as 


such by the taxpayer, there is the 





*For example: Separate accounting in- 
volving the allocation of gross operating 
revenues and operating expenses on a mile- 
age basis is used in Arkansas and Missouri; 
a mileage basis in Connecticut and North 
Carolina; revenue passenger miles and reve- 


Mississippi; a property 
formula of undepreciated fixed assets may 
also be used in Missouri; a gross receipts 
formula is used in Iowa (gross receipts 
taken on a miles-traveled basis) and South 
Carolina; a receipts and mileage 
formula in Tennessee; a property and gross 
receipts formula in Colorado and Louisiana 
(mobile equipment is allocated by mileage 
and traffic density); property, payroll and 
sales (or gross receipts), with special allo- 
cation provisions, in Arizona, California, 
Kentucky, Minnesota, Oklahoma, Oregon 
and Utah; property and business (wages 
plus purchases plus receipts) in North 
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place of origin of the effective de- 
mand for the transport service. It is 
submitted, therefore, that the appor- 
tionment formula should be comprised 
of three factors: (1) a line-haul factor, 
(2) a terminal factor and (3) a source- 
of-revenue factor. The line-haul factor 
most suitable for transport of goods 
is revenue-ton miles instead of straight 
operating mileage. Passenger traffic, 
however, would be on a straight oper- 
ating mileage basis. The terminal 
factor for trucking can be that of 
originating and terminating tonnage 
or “revenue tons handled.” For bus 
traffic, the terminal factor would be 
originating and terminating passen- 
gers. The source-of-revenue factor 
would be that of “originating reve- 
nue,” which would mean that revenue 
from transporting passengers would 
be assigned to the state where tickets 
are sold to the passengers (or the 
state of point of departure for off-line 
sales) and revenue from freight would 
be assigned to where the freight was 
picked up.’ 

A simple mileage factor formula 
for apportionment of net apportion- 
able income is too rough a measure 
even though sufficient to be constitu- 


tional,’ Such a factor, however, gives 





Dakota; formula specified by the Commis- 
sioner in Georgia; and no special provisions 
are provided in other states. In Wisconsin 
(based on returns from 1950-1953) the 
taxpayers have used various methods of 
separate accounting: mileage; property, pay- 
roll and revenue; property and payroll; 
property and originating and terminating 
tonnage; ton miles; property, mileage and 
sales factors; equipment, payroll and sales 
factors; Or property, cost-of-manufacture 
and sales factors. Auditors were using a 
ton-mile basis. 

*See Altman and Keesling, Allocation of 
Income in State Taxation (Chicago, Com- 
merce Clearing House, Inc., 1950), p. 129. 

*Mileage apportionment was approved 
for a gross receipt tax on a bus line by 
the United States Supreme Court in Central 
Greyhound Lines, Inc., of New York v. 
Mealey, 2 stc J 200-029, 334 U.S. 653 (1948). 
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no weight to terminal operations or 
to the place of origin of demand for 
the services. A single ton-mile factor 
is also considered inadequate, although 
it would be the best single factor 
formula since it covers the place and 
intensity of the main hauling service 
of the business. However, the ton- 
mile single factor formula gives no 
weight to terminal operations such 
as the loading and unloading of pas- 
sengers and freight and the mainte- 
nance and repair of vehicles. 


An example of the inadequacy of a 
ton-mile single factor formula would 
be a situation where there are two 
main terminals, one in state A and 
the other in state C, with most of the 
line haul taking place in state B, 
which lies between the two terminals. 
Using a rough ton-miie ratio, most 
of the net taxable income is attributed 
to sources within state B, while the 
terminal activities in states A and C, 
central office activities in state A and 
the primary place of origin of demand 
for the service in states A and C are 
not given any consideration in the 
formula for computing net apportion- 
able income. It would seem that a 
reasonable allocation would reflect 


these additional factors. 


Another possibility would be to use 
a property, payroll or receipts factor 


* Based upon a survey of Wisconsin cor- 
porate taxpayers for the 1949-1950 fiscal year, 
it is estimated that there were 54 multistate 
corporations engaged in truck transporta- 
tion, 

"For example: A miles-of-pipeline basis 
is used in Oregon; gross receipts and pipe- 
line miles in Tennessee; traffic units (bar- 
rel miles, gallon miles or 1,000-cubic-feet 
miles) only in lowa; traffic units and pipe- 
line property owned and used in Mississippi; 
property and equipment cost in Massachu- 
setts and Missouri; gross receipts in North 
Carolina and South Carolina; property, pay- 
roll and business (gross receipts) in Ken- 
tucky and Louisiana (transportation of 
crude petroleum, natural gas, petroleum 
products or other commodities for others 


State Tax News 


formula. In doing so, however, the 
mobile equipment in the property 
factor would have to be allocated 
upon a mileage or, preferably, a time 
Also, in the payroll factor, 
wages or drivers would need to be 
allocated on a mileage or, preferably, 
a time basis. The receipt or revenue 
factor would be set up upon the basis 
of origin of the business. Of course, 
properties leased out, and in the uni- 
tary operations, would be included 
in the property factor. It is submitted, 
however, that net apportionable in- 
come in a transportation business is 
more closely related to the amount of 
terminal and line-haul activity as ex- 
pressed by “revenue tons hauled” and 
“revenue ton miles” than by the amount 
of property or human services used 
in either terminal, line-haul or central 
office activities as expressed in terms of 
property cost less depreciation and/or 
capitalized rent, and payrolls.® 


basis. 


Pipeline Business 

Where a taxpayer is engaged in 
transporting some liquid or gas through 
pipes that extend continuously through 
more than one state, there is a unitary 
pipeline business. Here, again, various 
apportionment formulae have been 
used by the states to apportion the 
net apportionable income of such busi- 
nesses.*® The divergence of methods 





through pipeplines shall include all gross 
revenue derived from operations entirely 
within this state plus a portion of any 
revenue from operations partly within and 
partly without this state based upon the 
ratio of the number of traffic units of trans- 
portation service performed in Louisiana in 
connection with such revenue to the total 
of such traffic units); traffic units, pipeline 
mileage, net investment and operating ex- 
penses in New Mexico (alternative, if un- 
just, is formula of gross revenue and net 
property); traffic units, investment and ex- 
penditure in Oklahoma; property plus busi- 
ness (wages plus purchases plus receipts) 
in North Dakota; formula specified by the 
commissioner in Georgia; and no special 
provisions are provided in 


other states. 
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Revenues, the sinews of the state. 
—Cicero. 


used are not only a burden in terms 
of compliance and administrative costs, 
but they may result in under-taxation 
and over-taxation of the taxpayer’s 
net apportionable income. 


In choosing the factors to be in- 
cluded in the apportionment formula 
for a unitary pipeline business it 
should be kept in mind that the net 
income tax is not an ad valorem 
property tax and that the base is the 
net income derived from or attribut- 
able to sources within a given taxing 
state. 


Probably, the best measure of “traffic 
units” through the pipelines is that 
of barrel miles in the case of oil, gal- 
lon miles in the case of gasoline and 
1,000-cubic-foot miles in the case of 
gas. The place of demand for this 
pipeline transport service is properly 
located at the point of demand for 
the delivered product which is the 
place where the deliveries of the trans- 
ported product are made. This follows 
the “destination” method of appor- 
tioning the receipts. Whether a terminal 
factor should be introduced is de- 
pendent upon the extent of input and 
output operations. These could be 
represented by an originating and 
terminating barrel, gallon or 1,000- 
cubic-foot factor; or it might be repre- 
sented by a payroll factor that would 
be concentrated at the points of en- 
trance and exit and the central office. 


A single barrel-mile factor formula 
is not believed adequate because it 





“With respect to telephone companies, 
separate accounting with gross operating 
revenues and gross operating expenses allo- 
cated on a mileage basis is used in Ar- 
kansas, Mississippi, Missouri, New Mexico 
and North Carolina (indirect incomes and 
expenses are allocated on different basis); 
the number of telephone instruments oper- 


ated for hire in Connecticut; the number 
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reflects neither the place of origin of 
demand for the service rendered nor 
the terminal activity at the points of 
entrance and exit of the product into 
the pipelines. A single factor formula 
of miles of pipeline owned or oper- 
ated, or owned and operated, would 
be even less desirable. A single net 
investment or property ratio formula 
would also be undesirable since it 
would reflect neither the place of origin 
of demand for the service rendered nor 
the activity at points of input and 
output into the pipelines. If the prop- 
erty factor were combined with pay- 
rolls and gross revenues based upon 
the point of delivery to the customer 
(as in Mississippi) it is submitted 
that a reasonably equitable result 
would be obtained. In using the prop- 
erty factor, the pipelines themselves 
would have to be allocated on the 
basis of mileage. There also is the 
problem of valuation in the case of 
the property factor. 


Telephone and 
Telegraph Businesses 


Where a taxpayer is engaged in 
the telephone and/or telegraph busi- 
ness in two or more states, there is 
a unitary business whose total net 
apportionable income should be ap- 
portioned to sources within the states 
involved upon an apportionment basis. 
Besides separate accounting, which 
is an erroneous method of allocation 
for a unitary business, the states use 
various apportionment formulae to 
apportion the total net apportionable 
income to sources within each of the 
respective states involved." 





of telephones used or controlled in Massa- 
chusetts (if inequitable, the commissioner 
determines the proper method); the mileage 
of pole lines in Oregon; receipts allocated 
on a used-land-wire-mileage basis in Iowa; 
gross receipts in South Carolina; invest- 
ment in facilities, real estate and improve- 
ments is an alternative in Missouri; prop- 
erty, payroll and sales are used in Arizona 
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In the interest of uniformity and 
simplicity, the apportionment formula 
for use by all states might be set up 
on the basis of the single factor of 
operating-wire miles. Such a basis is 
used currently by several states. Such 
a method, though constitutional, would 
be quite rough and not as equitable 
in its measure of income derived from 
or attributable to sources within a 
given state as could be another formula 
with additional appropriate factors. 

It is submitted that the operating- 
wire-mileage factor might be included 
in a uniform reasonable formula as a 
rough “traffic units” factor, although 
a revenue-word-mileage factor would 
be a better measure since it would 
introduce a measure of the intensity 
of use of the wire mileage. Telephone 
calls would have to be changed into 
words on the basis of an average 
word factor per minute. In this way, 
telephone and telegraph “traffic units” 
could be combined in the same factor. 
In addition to the above line-activity 
factor, it is submitted that some weight 
should be given to the exchange or 
terminal activities, the geographic 
distribution of which may vary from 
the wire-mile distribution or from 
word-mile distribution. These activi- 
ties might be represented by originat- 
ing and terminating calls or messages, 


or, more accurately, by a word factor 
or a payroll factor. Wages constitute 
approximately two thirds of the total 
operating expenses, and their distribu- 
tion would roughly reflect central 
office and exchange facilities. 


The third factor recommended for 
inclusion in the formula is the “gross 
receipts” factor, which would not be 
allocated upon a mileage basis but, in 
keeping with the objective of reflect- 
ing the place of origin of demand for 
the service, would be apportioned to 
the state where the customer places 
the call or turns in the message.” 


It is submitted by the author that, 
in an economic sense, intrastate and 
interstate telephone and/or telegraph 
operations should not be separated 
even if different legal entities, though 
commonly controlled, are involved 
and/or there is state regulation of 
tariff rates. The fundamental unitary 
character of the business is not changed 
by state regulation of tariff rates. 
Regulation should adapt itself to the 
unitary character of the business on 
a national and regional basis rather 
than having taxation adopt an artificial 
separate accounting of interstate and 
intrastate activities of a unitary en- 
terprise that may be comprised of 
several legal entities. 





(Footnote 11 continued) 
(receipts from communication of messages 


by telephone are allocated to the state 
where the customer places the call) and 
Kentucky (gross receipts on a mileage 
basis); property and business (wages plus 
receipts (interstate receipts allocated on 
mileage basis)) in North Dakota; property, 
expenditure and (interstate receipts 
or mileage basis) in Oklahoma; and no 
special provisions are provided in the other 
states, 

For telegraph companies separate ac- 
counting with gross operating revenues and 
gross operating expenses allocated on a 
mileage basis is used in Arkansas, Missis- 
sippi, Missouri and New Mexico; miles of 
wire in Oregon and Wisconsin (in the 
latter state taxpayers, however, have urged 
a gross receipts method); receipts 


sales 


gross 
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(revenue allocated on the basis of used 
land-wire mileage) in Iowa; “gross intra- 
state receipts” in Massachusetts; gross 
receipts in South Carolina; investment in 
facilities, real estate and improvements is 
an alternative in Missouri; property, pay- 
roll and sales are used in Arizona (receipts 
from communication of messages by tele- 
gram are allocated to the state where the 
customer turns in the message), Kentucky 
(gross receipts on a mileage basis) and 
North Carolina; property and business (wages 
plus receipts (intrastate receipts allocated 
on a mileage basis) ) in North Dakota; prop- 
erty, expenditure and sales (interstate re- 
ceipts on a toll-line-wire-mileage basis) in 
Oklahoma; and no special provisions are 
provided in the other states. 

2 See recommendation in 
footnote 7, at p. 129. 


work cited at 
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WASHINGTON TAX TALK 


IRS seeks reaction to proposed regulation on deductions for 
lobbying expenses . . . Congress may act in the du Pont case. 


LIVELY PROTEST HEARING is foreseen when the Internal 

Revenue Service seeks public reaction to proposed Regulations 
Section 1.162-15(c) sometime in November. Advanced September 19, 
the proposal, which supersedes a previous proposal made in 1956, 
denies the deductibility of expenses for lobbying, for promoting or 
defeating legislation, for political campaign purposes (either direct or 
contributory), or for related propaganda (including advertising). 


The regulation also specifies that where the substantial part of 
the activities of an organization, such as a labor union or a trade 
organization, consists of one or more of the above activities, dues or 
other payments (contributions) to such organizations are not de- 
ductible except to the extent the taxpayer can clearly establish they 
are not attributable to these lobbying and related activities. 

There will undoubtedly be considerable discussion of what con- 
stitutes a “substantial” part of activities. If this hurdle can be 
successfully negotiated, there may be some debate as to the element 
of discrimination that may creep into the treatment of taxpayers 
making contributions to organizations who do some lobbying as part 
of their activities. If their lobbying and related activities are not 
“substantial,” even that part of the contributions to them that are 
used for this purpose will be deductible. If such activities by them are 
“substantial” then the taxpayer must provide the Service with an 
accurate breakdown of the organization’s activities in order to secure 
a deduction for any part of his contribution. 


The question of “substantiality” is one that labor unions, in 
particular, will be concerned with, since many of them engage in 
political action activities. Of particular interest is a Georgia labor 
case in which the Supreme Court has noted jurisdiction. The case is 


IAM v. Street, 37 Lapor Cases { 65,461 (Ga., 1959), affirming Looper 
et al. v. Georgia Southern & Florida Railroad Company et al., 36 Labor 
Cases { 65,133. In this case, railway employees successfully attacked 
a union shop contract on the ground that union funds, representing 
fees and assessments collected from members under the contract, were 


1036 November, 1959 © TAXES—The Tax Magazine 





illegally used to support political 
campaigns and to further ideologies 
and political and economic doctrines 
which the individual union members 
opposed, Some 14 international unions 
and railroad brotherhoods were co- 
defendants in the case. In a stipula- 
tion of facts, executed by all parties 
on August 14, 1958, appeared one 
which stated that union funds “have 
been, are being, and will be used in 
substantial part to support ideo- 
logical and political doctrines and 
candidates . (Italics supplied.) 
Not only were the successful em- 
ployees required to be maintained in 
their employment (Section 2 (Eleventh) 
of the Railway Labor Act being held 
to be unconstitutional) and their back 
union dues to be refunded to them, 
but it now appears that union mem- 
bers who had paid and have continued 
to pay dues to the unions may not be 
able to deduct these dues in comput- 
ing their federal income tax. 


Other factors than the “substan- 
tiality” question that will contribute 
to a lively protest hearing are (1) 
the stance of Commissioner Latham, 
when he appeared before the IRS 
prior to becoming Commissioner, op- 
posing the regulation section as orig- 
inally proposed and (2) the Supreme 
Court’s decision in Cammarano and 
Strauss this spring, which decisions 
held that expenditures to oppose a 
pending initiative petition, which, if 
adopted, would harm the taxpayers’ 
businesses, were not deductible. 


Commissioner discusses deductibil- 
ity question.—Speaking recently be- 
fore a meeting of the Tax Executives 
Institute, Commissioner Latham ex- 
pressed his official views on the pro- 
posed regulation. 


“T am certain,” said the Commis- 
sioner, “you will all agree that ex- 
penditures in connection with the 
political campaign of any particular 
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aspirant for legislative office should 
not be deductible in determining tax 
liabilities. The same principle, in my 
opinion, should apply to expenditures 
in connection with the entertainment 
of such individuals. I know of no 
means by which hard and fast lines 
can be drawn which will separate, 
for purposes of effective administra- 
tion, good entertainment from bad 
entertainment. 


“It is also rather firmly established 
that amounts spent in connection with 
legislation proposed to or pending be- 
fore a specific legislative body, from 
a City Council to Congress, are not 
deductible. In time, I think this prin- 
ciple might well be reexamined with 
a view to determining whether or not 
it is possible, in this area of legitimate 
legislation, to differentiate between 
good expenditures and bad expendi- 
tures. Now, however, is not the time.” 


Commissioner Latham also dis- 
cussed the results of the Supreme 
Court’s decisions in Cammarano and 
Strauss, and the results of proposed 
Regulations Section 1.162-15(c)(3), 
which specifically denies deductibility 
for expenses to influence the public 
“in a referendum, initiative, vote on 
a constitutional amendment, or similar 
procedure.” 


“Many students of these problems 
believe the results to be wrong,” said 
Latham. “They believe that while it 
may be possible to improperly influ- 
ence an individual legislator, no one 
can succeed in so influencing the en- 
tire electorate. They further believe 
that in any event, since the views of 
proponents or opponents of such 
measures, instead of being shrouded 
in secrecy, must necessarily be made 
public by billboard, newspaper, radio, 
television, or otherwise, that any mis- 
statements can thus be corrected by 
the opponents or proponents of the 
measure as the case may be. In any 
event, the concept that a legitimate 
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businessman may not treat as busi- 
ness expenses expenditures made in an 
attempt to preserve his business life 
seems to many most unrealistic. 


“Nevertheless, however, the law on 
the point is presently clearly estab- 
lished. But this does not mean that 
the issue is forever foreclosed. If the 
business interests of this country find 
that the end result in this area is 
wrong, their proper resort is to the 
Congress by way of appropriate cura- 
tive or remedial legislation.” 


The Congress 

Taxpayer owners of du Pont stock 
breathed easier following the October 
2 decision of Judge Walter J. La Buy 
of the federal district court in Chicago. 
Judge La Buy ruled that du Pont 
does not have to liquidate its holdings 
of General Motors stock in order to 
prevent a “reasonable probability” of 
a restraint in the future trade rela- 
tions between the two companies. 
Such probability was foreseen by the 
United States Supreme Court two 
years ago when it reversed La Buy’s 
earlier decision that du Pont’s acquisi- 
tion of stock did not violate Section 7 
of the Clayton Act and remanded the 
case to him for a determination of the 
equitable relief necessary to eliminate 
the offensive effects of the acquisition. 


Other stockholders of other com- 
panies which might now or in the 
future be involved in litigation simi- 
lar to that in the du Pont-General 
Motors case are not benefited by the 
decision, however; and, to protect 
them, Congress may enact legislation. 


Judge La Buy’s solution in the 
du Pont-General Motors situation is 
to divest du Pont not of the 63 million 
shares of General Motors stock it 
holds but of the voting rights to these 
shares. The voting rights would be 
passed through to du Pont’s share- 
holders on a pro rata basis. The 
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exercise of such votes as are possessed 
or would be received by Christiana 
Securities Company and Delaware 
Realty and Investment Corporation, 
companies under du Pont control, and 
by officers and directors of du Pont, 
Christiana and Delaware, and their 
spouses and dependents, however, 
would be enjoined. 


The cause for concern among tax- 
payer-stockholders of du Pont was 
the divestiture program being pushed 
by the Department of Justice in its 
antitrust action against du Pont. The 
government sought the distribution 
by du Pont of the 63 million General 
Motors shares held by it to its com- 
mon stockholders in ten equal annual 
dividends. Of these shares, the gov- 
ernment wanted the approximately 
20 million shares that represented 
holdings by Christiana, Delaware, and 
the stockholders of Delaware, turned 
over to a trustee and sold. The re- 
mainder, about 43 million § shares, 
would be distributed in the ten-year 
period to the public stockholders of 
du Pont on a pro rata basis. 


Under a 1958 special ruling of the 
Commissioner (CCH Stanparp Fep- 
ERAL TAX Reports (1958 Ed.), Vol. 6, 
6539), the shares so received by 


du Pont stockholders (individuals 
and trusts) would be considered as 
dividends and taxed as ordinary in- 
come at their market value at the 
time of receipt. 


Senator Frear of Delaware, sponsor 
of a bill in Congress (S. 200) that 
would have provided tax relief for 
stockholders caught in the du Pont- 
General Motors type of situation, 
hailed the decision of the district court 
but said that it does not remove the 
need for the passage of the type of 
legislation he is sponsoring. While 
the La Buy decision was praised by 
him as protecting du Pont stock- 
holders, he said that the basic prob- 
lem still remains. Other innocent 
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shareholders will be caught in other 
antitrust actions involving similar 
situations where one corporation has 
extensive holdings in another cor- 
poration. 


Had the government’s liquidation 
plan been ordered by the court, it has 
been estimated by Senator Frear that 
the distributed du Pont holdings of 
General Motors stock would have re- 
quired du Pont stockholders to shell 
out $700 million in taxes. On an 
assumed $35 per share market value 
for General Motors stock, the in- 
dividual tax liability of du Pont share- 
holders would have ranged from $5.60 
to $30.45 for each du Pont share 
owned. Each share of du Pont stock 
has an equity in 1.38 shares of Gen- 
eral Motors stock. 


In order to pay this tax liability, 
many du Pont shareholders would 
have been forced to sell the General 
Motors shares received. Du Pont 
charged that such forced sales would 
depress prices and, combined with the 
ordered sale of one third of its hold- 
ings, would cause a $5 billion drop in 
the market value of du Pont and Gen- 
eral Motors stock. The government, 
on the other hand, contended that the 
sale of stock would not upset market 
values. However, the government has 
said that it would modify its remedial 
plan so as to extend the ten-year period 
for liquidation. 


In addition to divesting du Pont 
of the voting rights on the General 
Motors stock that it owns, other basic 
features of Judge La Buy’s solution 
would prohibit du Pont, Christiana 
and Delaware from acquiring addi- 
tional stock in General Motors and 
from attempting to influence General 
Motors in any way; would prohibit 
Christiana from voting the 535,000 
shares of General Motors it presently 
owns as well as its pro rata share 
of the du Pont holdings; would pro- 
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hibit officers or directors of the three 
companies from voting any General 
Motors stock or from serving as an 
officer or director of General Motors; 
would prohibit General Motors from 
hiring any employee of du Pont, 
Christiana or Delaware; would pro- 
hibit all preferential trade arrange- 
ments or understandings between du 
Pont and General Motors, or their 
embarking on joint commercial ven- 
tures, so long as du Pont owns Gen- 
eral Motors stock; would cancel any 
existing requirements contracts be- 
tween the two companies and pro- 
hibit any further such contracts for 
a period of three years after the final 
judgment is entered, with require- 
ments contracts entered into after 
that time limited to one year’s duration. 


The decision from Judge La Buy 
may not be the final word in this case. 
Newspaper reports of opinions of of- 
ficials of the Department of Justice 
are to the effect that the government 
will appeal the decision to the Su- 
preme Court. If the Supreme Court 
grants certiorari, it will decide whether 
the solution provided by Judge La 
Buy removes the “reasonable proba- 
bility” of a violation of Section 7 of 
the Clayton Act. Section 7 prohibits the 
acquisition by one corporation of 
the stock or assets of another where 
the effect may be to substantially les- 
sen competition or to tend to create 
a monopoly. An exception is, how- 
ever, provided, in that the section 
“shall not apply to corporations pur- 
chasing such stock solely for invest- 
ment and not using the same by voting 
or otherwise to bring about, or in 
attempting to bring about, the sub- 
stantial lessening of competition.” 


The question is whether the La Buy 
solution brings du Pont within the 
excepting clause by taking the du 
Pont holdings out of anything but 
the investment category and provid- 
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ing that du Pont, itself, cannot vote 
the General Motors stock it holds. 


Congress can also get into the act 
by passing either Senator Frear’s bill 
or one of similar intent. Frear’s bill, 
S. 200, which was discussed in the 
April issue of TAXxeEs, at page 366, pro- 
vides that “no gain or loss shall be 
recognized to (and no amount shall 
be includible in the income of)” 
stockholders of a distributing corpo- 
ration for stock of a controlled corpo- 
ration they receive because of an 
order enforcing the antitrust laws. 
Stockholders would not be protected, 
however, if they later sold the re- 
ceived shares. 


Judge La Buy provided in his de- 
cision that in the event of the passage 
of such type of legislation, or in the 
event of a change in administrative 
tax policy, he would review and re- 


consider the terms of the final judg- 
ment. Thus, Congress might set the 
stage for the liquidation of du Pont 
holdings of General Motors stock. 


The Secretary 


The Treasury has recommended 
that a proposed United States-India 
income tax convention to eliminate 
double taxation be signed by the 
President. 


To attract more private investment 
capital for India, the convention has 
a unique feature that would allow 
businesses subject to the United 
States tax to take a tax credit for 
amounts which would have been paid 
to India except for the tax exemption 
granted by India. Previous United 
States policy has nullified the bene- 
fits of the waiver of tax by foreign 
governments. 


CORPORATE BENEFITS IN USING THE SALE-LEASEBACK DEVICE— 


Continued from page 1022 


cuit has emphasized the doctrine of 
“intent” and has held that the relation 
of payments to depreciation and value 
is only one of the factors to be 
considered.” 


Purchase Options 


A clause which enables the tenant 
to purchase the property on payment 
of a small additional sum at the ex- 
piration of the lease should be avoided. 


Further, any purchase price speci- 
fied, or any purchasing formula 
included in the lease should be rea- 
sonable in comparison to the fair 
market value of the property on the 
date that the option is to be exercised. 


Effectiveness of Sale 


Despite possible challenges by the 
Internal Revenue Service to sale- 
leaseback transactions, courts have 
held that a sale of property, coupled 
with a leaseback, is not of itself suf- 
ficient to reject the sale as lacking 
reality for tax purposes.* 


Allowance of Loss 
on Sale of Property 

To properly qualify for deductibility 
under the tax laws, a loss through 
sale of property on a leaseback basis 
must have certain characteristics. 


If a lease is for 30 years or more, 
including renewals, a loss may not be 











*See Benton v. Commissioner, 52-1 ustTc 
{ 9376, 197 F. 2d 745. 
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*See May Department Stores Company, 
Inc., CCH Dec. 18,150, 16 TC 547; Standard 
Envelope Manufacturing Company, CCH Dec. 
17,779, 15 TC 41. 
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recognized for tax purposes since the 
transaction is considered by the Treas- 
ury to be a tax-free exchange of like 
properties. 


This rule was laid down in Century 
Electric Company: * 

“In this case, the taxpayer owned 
a foundry which had a tax basis of 
$531,710.07. The foundry was sold 
for $150,000 to William Jewell Col- 
lege. The loss of $381,710.97 was dis- 
allowed because the Century Electric 
Company immediately secured a ninety- 
five-year lease on the property, in- 
cluding the renewal options.” 


If such a loss is not recognized, 
rent will not be deductible. Instead, 
depreciation will be permitted on the 
adjusted basis of the property only 
over the life of the lease, if this period 
is in excess of the estimated life. 

This point is particularly significant 
because the special tax treatment 
granted to a taxpayer covering gains 
or losses resulting from the sales of 
depreciable assets, as well as property 
used in trade or business, is one of 
the most valuable concessions in the 
income tax law. In this connection 
note should be taken of a case just 
decided by the Second Circuit Court 
of Appeals.® Here the court held that 
the sale and long-term leaseback of 
property is a sale despite the Treasury 
Department’s contention to the con- 
trary. The department store sold its 
property for cash and took back a 
lease for over 30 years. The terms of 
the lease included a fair rental pay- 
ment. The court here held that the 
taxpayer could take a based 
upon the difference between the cash 
it received and the higher value of the 
property on its books. 


loss, 


If assets have been held for more 
than six months, profit on their sale 


is partially taxed, but loss is fully 
deductible. Specifically, the tax law 
grants the corporate taxpayer the fol- 
lowing favorable treatment: 


(1) If the sale of such assets re- 
sults in a net profit, that profit is 
treated as a long-term capital gain, 
taxed at a top rate of 25 per cent. 


(2) If sale of assets results in a net 
the loss is fully deductible, 
rather than being treated as a re- 
stricted capital loss. 


loss, 


Tax Check List 

The Treasury may object to deduc- 
tion of rents where, under the lease, 
one or more of the following con- 
ditions exist : 

(1) Part of the rental specifically 
is applied to purchase price. 

(2) After a stated amount is paid 
in rental, title to the property passes 
automatically to the lessee. 


(3) Early rents are extremely high, 
particularly in comparison to the op- 
tion price or the percentage specified 
in the contract. 


(4) Rental payments materially 
exceed the fair rental: value of the 
property. 

(5) The indicated option price or 
the percentage is nominal in amount. 


(6) The option price is relatively 
small compared to the total amount 
of rental which will be paid. 

(7) Part of the rent is specifically 
designated as interest or is readily 
recognized as an interest charge. 


(8) The total amount of rental paid 
during lease, plus the option price, 
equals the fair market value of the 
property plus an interest-and-carry- 
ing-charge factor. [The End] 








“CCH Dec. 17,912, 15 TC 581, aff’d, 51-2 
ustc § 9482, 192 F. 2d 155, cert. den., 342 
U. S. 954. 
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° Jordan Marsh Company v. Commissioner, 
59-2 ustc 9641, rev’g CCH Dec. 22,715(M), 
16 TCM 1094, 
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FROM THE THOUGHTFUL TAX MAN—Continued from page 955 


Column 2 shows the average of the 
beginning-of-the-year and end-of-the- 
year total assets less intangible assets 
for each industry group. Total assets 
less intangibles will be called “as- 
sets employed” for purposes of this 
paper. Small inconsistencies in the 
amounts shown may be present, due to 
the failure of some companies to disclose 
intangible assets. Column 3 shows the 
reported net income in each industry 
group. Column 4 shows what the in- 
come would be under the proposed tax 
plan. Column 4 is derived by adding to 
Column 3 the interest expense of each 
industry group since interest expense 
is not an admissible expense under 
the proposed tax plan. Column 5 
shows the income of Column 4 as 
a percentage of Column 1. The per- 
centages of Column 5 are used to de- 
termine the tax rate applicable to the 
respective income (Exhibit II shows 
the tax rate table). Column 6 shows 
the tax liability at a flat rate of 52 
per cent of reported net income (Column 
3). This rate was used for illustrative 
purposes only as information was not 
available to determine net taxable in- 
come. Column 7 shows the tax lia- 
bility which would exist under the 
proposed plan. The figures for each 
industry group are derived by using 
the percentages of Column 5 to deter- 
mine the tax rate from Exhibit II. 
The tax liability is the product of 
income (Column 4) times the appro- 
priate tax rate. Columns 8 and 9 
show, for each industry group, the 
income after taxes and interest as a 
percentage of total assets employed. 

Exhibit II was subjectively derived. 
The main guidepost was an attempt 
to raise the same revenue as under 
the present tax system while gearing 
the progressive rate feature to allow 
a fair return for the risk involved. It 
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can be noted that an 18 per cent return 
on assets employed results in an effec- 
tive tax of about 52 per cent. 


The procedure to derive the $46,710 
tax liability for the agricultural imple- 
ments industry is as follows: 


(1) Divide the average total as- 
sets, $2,275,436,000, into the income 
$180,614,000, in order to obtain the 
rate of return on assets employed, 
7.94 per cent. 


(2) Use the 7.94 per cent to deter- 
mine the tax rate bracket from Ex- 
hibit II. This reveals a tax rate of 
23.87 per cent for a 7.50 per cent re- 
turn on assets employed, and a 60 per 
cent tax rate for that portion of the 
return in excess of 7.50 per cent, which 
is .44 per cent (7.94 per cent less 
7.50 per cent), 

(3) Multiply by 7.50 per cent the 
average total assets of $2,275,436,000. 
The result, $170,658,000, is taxed at 
the 23.87 per cent rate and the differ- 
ence, $9,956,000 ($180,614,000 less 
$170,658,000) is taxed at the marginal 
rate of 60 per cent. 


(4) The total tax liability as a re- 
sult of step 3 is $46,710,000. 


The result of the above analysis 
would seem to indicate decided advan- 
tages in favor of the proposed tax 
plan. Among the more important are: 


(1) Capital expansion would be en- 
couraged.—A firm with a high rate 
of return would be encouraged to 
secure additional capital for invest- 
ment purposes. As the tax liability 
is determined in part by investment, 
a higher investment may tend to re- 
duce the rate of return and hence 
lower the tax bracket. In many in- 
stances, even though interest is not 
an admissible expense, the tax saving 
may be equal to, or greater than, the 
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interest cost. For example, a corpora- 
tion with $27,500 income and an asset 
investment of $100,000 has a 27% per 
cent return on its assets; from Exhibit 
II, a tax liability of $16,640 is derived. 
If $10,000 is borrowed at 4 per cent 
for capital expansion and no income 
was earned because of the investment, 
a rigorous assumption, then the cor- 
poration would have $27,500 income 
and a $110,000 asset investment or a 
25 per cent return on its assets em- 
ployed; from Exhibit IT a tax liability 
of $16,240 is derived. The tax liability 
is reduced by $400 ($16,640 less 
$16,240) by virtue of the additional 
investment, which is exactly the an- 
nual interest cost of the borrowed 
money. 


Based on the tax rate structure il- 
lustrated in Exhibit II, a 4 per cent 
tax saving results when additional as- 
sets are invested by a corporation 
which is presently earning above a 
10 per cent return on assets employed 
if such investment does not reduce 
the newly computed return below 9.5 
per cent. 


There is also another line of reason- 
ing which points up the tendency to 
equalize the position of different in- 
dustries in the fight for capital funds. 
In Exhibit I, Columns 8 and 9 show 
income after taxes and interest as a 
percentage of assets employed. The 
cement industry shows the highest 
rate of return under the present tax 
structure, 12.54 per cent, and, also, the 
highest under the proposed tax plan, 
10.34 per cent; while the agricultural 
implements industry shows the lowest 
return, 3.49 per cent and 5.23 per cent, 
respectively. The essential point, how- 
ever, is that the range of returns 
between the two industries is presently 
9.05 per cent (12.54 per cent less 3.49 
per cent) but under the proposed tax 
plan the range of returns would be 
only 5.11 per cent (10.34 per cent 
less 5.23 per cent). While complete 
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equality is neither possible nor desirable 
to achieve, the narrowing of the range 
of return on assets employed between 
industries will result in a better bal- 
ance of economic strength. 


(2) Semimonopolistic profits could 
be recaptured.—The immediate effect 
of a return-on-assets-employed tax 
structure would be to recapture semi- 
monopolistic profits. Presumably, if 
a monopoly or semimonopoly exists 
in an industry, the price structure for 
the products are at the near optimum 
level. Therefore, the incidence of the 
tax will not be shifted to the con- 
sumer but will fall upon the earnings 
of the corporation. 


(3) Both general and corporate sta- 
bility will be enhanced.—Since interest 
is not a deductible item for determin- 
ing taxable income, the proposed tax 
plan does not favor debit financing as 
compared with equity financing. The 
growth of debt is, therefore, not stimu- 
lated by a tax advantage and both 
general economic and corporate sta- 
bility will be improved. 


(4) The corporate tax burden would 
be equalized——A corporate tax based 
upon the rate of return on the assets 
employed would more nearly conform 
to the criterion of ability to pay than 
the present corporate tax structure. 
A tendency would exist for capital 
to be invested in newly organized 
businesses. Under the present income 
tax systems the tax rate is 30 per 
cent on incomes to $25,000 and 52 per 
cent on the income above that figure ; 
no credit or advantage is given to the 
young corporation that must accu- 
mulate capital to “break” into the 
market. The proposed tax plan would 
subject a young corporation to rela- 
tively low tax rates until normal 
operating effectiveness can be achieved. 
In this manner, a corporate tax can 
aid in the allocation of resources avail- 
able to corporations. 
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Exhibit Il (5) The government would have a 
highly elastic source of revenue.—Since 

Tax Rate Table fiscal policy is considered a means of 
(Apply to corporate net income before interest) controlling the functions of the econo- 


Tax Rate my, it follows that taxes should be 
ae ae ahce go Tax Rate “levied to promote economic stability 
ge Total Point in Within p ) 
Assets Employed Bracket Bracket at a high level of income and employ- 
(%) (%) (%) ment. Built-in flexibility would be 
oe 5 none none improved since corporations which 
— 1.0 none 2 are failing to earn an adequate return 
1.0- 1.5 1.00 4 on their assets will find real and im- 
1.5- 2.0 2.00 7 mediate tax benefits from a tax sys- 
2.0— 2.5 3.25 10 tem where the rate of return is the 
25— 3.0 4.60 14 basis for the tax. 
3.0- 3.5 6.17 18 (6) Activity in the stock market 
3.5- 4.0 7.86 22 would tend to be more stable—The 
4.0—- 4.5 9.63 26 proposed progressive tax structure, 
4.5— 5.0 11.44 30 based as it is on the rate of return on 
5.0- 5.5 13.30 35 assets employed, reduces the oppor- 
5.5— 6.0 15.27 40 tunity for exceptionally high earnings 
6.0— 6.5 17.33 45 per share of stock. This, in turn, 
6.5— 7.0 19.46 50 would tend to reduce the expectations 
7.0- 7.5 21.64 55 of the investor or speculator. In ad- 
75 80 23.87 60 dition, the progressive tax structure 
80-85 26.13 <3 outlined herein will result in a lower 
85 90 28.41 70 effective tax for nearly all corpora- 
90- 9.5 30.72 75 tions earning only modest returns. 
95-100 33.05 75 The expectations of the investor will, 
10.0-11.0 35.15 75 peste th bolstered. The over-all 
pet 2 result will be more uniform returns to 
RE ou fs the prtbarapine _ this should keep 
. . aes < investors satished, 
13.0-14.0 44.35 75 
14.0-15.0 46.54 75 The immediate reaction of corporate 
15.0-16.0 48.43 75 officials to the proposed tax plan will 
16.0-17.0 50.09 75 be in terms of the effect the plan will 
17.0-18.0 51.56 75 have on their company’s tax liability. 
18.0-19.0 52.86 75 For those corporations which are of 
19.0-20.0 54.03 75 the ee a type, - is, a 
ei a nominal asset investment and a very 
re tis ihe a high rate of return, the proposed tax 
ase y Pitty ee plan closes the door a bit on what 
ons on = some people call a loophole in the 
J4D : resent tax law. For example, an 
24.0-25.0 58.40 75 srtint may incorporate his hanes 
25.0-26.0 59.06 75 and draw .a salary sufficient to put 
26.0-27.0 59.67 75 him in the 80 per cent personal in- 
27.0-28.0 60.24 75 come tax bracket. The balance of the 
28.0-29.0 60.77 75 corporate income, if taxed at the 
29.0-30.0 61.26 75 maximum rate, would be 52 per cent. 
30.0 and over = 61.72 75 Years later the 48 per cent residual 
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may be returned to the artist and be 
in the form of a capital gain. The 
progressive tax plan illustrated will 
tax the income of the artist’s corpo- 
ration at a marginal rate of 75 per 
cent and, hence, tend to discourage 
the artist from forming the corpora- 
tion or tend to encourage him to draw 
a salary commensurate with his serv- 
ices. The artist, perhaps, should be 
rewarded for his unique ability; but 
this is a problem of personal taxation, 
not a corporate loophole. 


The fact that interest paid is not a 
deductible item for determining tax- 


able income may be disturbing to cor- 
porate officials. It has been illustrated 
that, in the usual situation, if money 
is borrowed for capital expansion, the 
tax saving due to a larger asset base 
absorbs the interest charge. 


The plan for corporate taxation 
outlined in the paper is not a final 
plan from which changes may not be 
made. Advantages and disadvantages 
of including intangible assets and non- 
operating investments in the asset base 
are recognized. Certainly, the sug- 
gested tax rate schedule (Exhibit IT) 
is only illustrative. Relief in the form 
of exemptions may be needed for 
small or newly founded corporations. 
It is felt, however, that the plan is 
practicable and capable of implemen- 
tation and that, in our economic 
society, the use of capital and conse- 
quently the need for capital will in- 
evitably increase if a higher standard 
of living is to be achieved. The de- 
mand for capital due to industrial 
automation is noteworthy, but the de- 
mand for capital in a nuclear-space 
era may be astounding. In order not 
to deprive capital of just rewards and, 
hence, curtail its growth, a method of 
corporate taxation which recognizes 
the importance of capital should be 
adopted. 
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Almost any question that can be 
asked about insurance is answered in 
full. 

Special appendixes, 19 in number, 
provide examples of insurance con- 
tracts, forms, riders, legal documents, 
etc. The entire volume is illustrated 
with charts, tables, graphs and dia- 
grams. Selected references are also 
provided for each chapter. 

The Life and Health Insurance 
Handbook is designed to serve as an 
indispensable working tool for insur- 


1046 


November, 1959 @ 


ance executives, field underwriters, 
brokers, insurance managers, account- 
ants, lawyers, trust officers, educators, 
bankers, and all others who are con- 
cerned with any aspect of life and 
health insurance. It is completely 
modern and up to date. The experi- 
ence, advice and guidance of recog- 
nized insurance experts are made 
available to help solve many varied 
and complex problems in insurance. 


All of the material in the Handbook 
was written exclusively for it. 
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Meetings of Tax Men 


Tax Institute, Inc.—Representative 
Hale Boggs will be a featured speaker 
at the Tax Institute symposium on 
“The Impact of Taxation on Manage- 
ment Responsibility for Investments 
and Operations Abroad,” to be held 
in Washington, D. C., on December 
3 and 4. The advantages and disad- 
vantages of offering tax inducements 
to stimulate foreign investment by 
United States business will be dis- 
cussed by high-ranking officials of the 
State, Treasury and Commerce De- 
partments as well as by business 
leaders. Major questions also to be 
considered during the symposium in- 
clude tax and management decisions 
and the form of business organization, 
current issues of foreign taxes affect- 
ing United States management, and 
major problems of national policy. 
Further information may be obtained 
from Miss Mabel Walker, Executive 
Director, Tax Institute, Inc., 457 Nas- 
sau Street, Princeton, New Jersey. 


Federal Tax Forum, Inc. — The 
twentieth annual dinner of the Fed- 
eral Tax Forum, Inc., is scheduled for 
November 12 at the Hotel Biltmore, 
New York City. Joseph H. Murphy, 
president of the New York State Tax 
Commission, will be the guest speaker. 
Reservations at $15 each may be made 
by addressing the Federal Tax Forum, 
Inc., 902 Broadway, New York 10, 
New York. 


Independent Accountants Associa- 
tion of Illinois——The Tenth Annual 
Tax Seminar of the Independent Ac- 
countants Association of Illinois will 
be held at the Sherman Hotel in 
Chicago on November 19, 20 and 21. 
The discussion at the tax seminar will 
emphasize the problems in_ payroll 
taxes, state sales taxes and unemploy- 
ment insurance taxes. Federal taxa- 
tion will be covered in those situations 
dealing with the tax accounting aspect 
of problems of the individual, the part- 


nership and the corporation. For in- 
formation, write to the Independent 
Accountants Association of Illinois, 
Tax Committee, 1020 South Wabash 
Avenue, Chicago 5, Illinois. The fee 
is $50. 


University of Denver.—On Novem- 
ber 11-13 the Ninth Annual University 
of Denver Tax Institute will take 
place at the College of Business Ad- 
ministration of the university. Addi- 
tional information may be obtained 
by writing to Kenneth Bruce, Uni- 
versity of Denver, College of Business 
Administration, 1445 Cleveland Place, 
Denver 2, Colorado. 


Northern California Conference. 
The Ninth Annual Northern Cali- 
fornia Tax Accounting Conference 
will be held November 19 and 20 at 
the Fairmont Hotel in San Francisco. 
Stanley Mosk, the Attorney General 
of the State of California, is the sched- 
uled banquet speaker. Registration 
chairman is Fred K. Dobana, 1917 
South El Dorado Street, Stockton, 
California. General chairman is Carol 
L. Floyd, of Lodi, California. Lloyd 
F. Le Roy, of Sacramento, is publicity 
chairman. 


Alabama Tax Clinic.—The Thir- 
teenth Annual Federal Tax Clinic 
sponsored by the Alabama Society of 
Certified Public Accountants, the Ala- 
bama State Bar and the University 
of Alabama will take place November 
20 and 21 at the university. Secretary- 
treasurer of the state society of CPA’s 
is V. Victor Harrison, P. O. Box 4112, 
University, Alabama. 


New England Conference.— Harvey 
Greenfield, New York City attorney, 
will address the Thirty-fifth New 
England Conference of the New Eng- 
land Council for Economic Develop- 
ment in the Statler Hilton Hotel in 
Boston on November 19. His subject 
is sale-leasebacks and leasing in real 
estate and equipment transactions. 
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